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February 28th, 1974 


ipiesl Oma nlOmmi IN. slerne re tat. 
Minister of Finance, 
Ottawa, Ontario. 





Dear Mr. Turner, 

In accordance with 
the provisions of the Bank of Canada Act 
[Pam transmitting herewith my repo nt 
for the year 1973 and a statement of the 
Bank's accounts for this period, signed 
aNOSCETIII Led, 1a fhe Miatineteorcecniued 


in the by-laws of the Bank. 





Vours Veryerruly. 





———_____ 
Governor 
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GENERAL OBSERVATIONS 


In 1973 the Canadian economy began to press 
against the limits of its capacity, and the main 
objective of the Bank of Canada became that of 
lessening the degree of expansionary stimulus 
that monetary policy had been providing. 

For more than two years until early 1973 the 
Bank's policy had encouraged the chartered 
banks to lend readily and had permitted unusually 
high rates of growth of money holdings in 
Canada. As it was intended to do, this policy 
facilitated the large increases in spending, output 
and employment needed to get the Canadian 
economy back to satisfactory operating levels. 

Strongly expansionary monetary and fiscal 
policies not unlike those followed in Canada were 
pursued during this period in virtually all of the 
major industrial countries, with rather similar and 
mutually reinforcing results. Many of the countries 
that followed relatively easy monetary policies did 
SO partly in an effort to avoid or limit appreciation 
of their currencies as pressures against the 
then-existing structure of exchange rates 
mounted. Levels of national expenditure rose re- 
latively slowly at first and then rapidly, and 
economic activity forged ahead with gathering 
momentum. By the early months of 1973 the rapid 
buildup of demand pressure was straining the 
limits of capacity in the United States, Europe and 
Japan all at the same time. In Canada, too, a 
Powerful surge in the tempo of expansion in late 
1972 and early 1973, partly communicated to us 
from abroad, brought the economy bumping up 


against the limits of its productive capacity by the 
spring. The rapid upsurge of industrial output 
throughout the western world generated intense 
demand pressure on the supply of primary mater- 
ials, and this coincided with poor grain harvests in 
anumber of countries and other special problems 
affecting world supplies of foodstuffs. In these 
circumstances the continuing strength of world 
demand set off an upward spiral of price 
increases for farm and industrial commodities of 
an intensity without modern precedent under 
peacetime conditions. 

On the domestic economic scene production 
bottlenecks, backlogs of unfilled orders and de- 
livery delays were beginning to emerge a good 
deal earlier than had been anticipated, and it was 
becoming clear that output could not go on rising 
at such an unusually rapid rate. The strongly 
expansionary monetary policy that had been 
followed for some time would, if continued, merely 
serve to intensify the mounting upward pressure 
on prices and costs that was already developing, 
without adding significantly to the growth of 
employment and output. 

As signs of this emerging situation became 
clearer, the Bank of Canada took steps to moder- 
ate the pace of domestic monetary and credit 
expansion. Chartered bank liquidity, which had 
been kept under close control for some time, was 
put under additional pressure from the beginning 
of 1973 and short-term interest rates turned 
upward. In April the Bank Rate was raised and 
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discussions were held with the chartered banks 
with the object of bringing about some modera- 
tion of their lending policies. 

The Bank of Canada made it clear, both pub- 
licly and in its discussions with the banks, that the 
circumstances called for a slowing of the growth 
of bank loans rather than a drastic curtailment. 
The banks were encouraged in their expressed 
desire to try to achieve this objective in ways that 
would minimize the impact on small business bor- 
rowers and borrowers in the less buoyant regions 
of Canada. They were also asked to maintain a 
reasonable continuity of mortgage lending. 

While it was clearly desirable to lessen the de- 
gree of monetary stimulus injected into the 
economy, the Bank was also anxious to avoid 
moving so far or so suddenly as to risk disrupting 
financial markets or jeopardizing continued 
economic growth. The effort to bring about an 
orderly transition to less rapid rates of monetary 
and credit expansion was bound to take time 
since it would have to contend with insistently 
rising demands for money and credit in financial 
markets. It was also bound to bring additional 
upward pressure on short-term interest rates in 
Canada, which were already being affected by 
sharply rising interest rates in the United States 
and Europe. 

In the event, it is now apparent that an abrupt 
change in chartered bank lending policies and in 
the general availability of mortgage credit has 
been avoided. |n fact chartered bank loans con- 
tinued to rise strongly throughout 1973, as did 
total bank assets and the privately-held money 
supply broadly defined to include time deposits. 

To some extent, however, the readings given 
by these particular indicators in the latter part of 
1973 were affected by shifts of financial flows 
from non-bank channels into the banking system. 
Thus substantial flows of funds of a kind which in 
earlier years might have been invested in Canada 
Savings Bonds were attracted into personal 
fixed-term bank deposits. Moreover, during the 
second half of 1973 both the rapid growth of the 
banks’ interest-bearing deposits and the rapid 
growth of their loans reflected, in part, a tempor- 
ary decline in the outstanding amount of com- 
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mercial paper. There was a particularly marked 
bulge in bank loan and time deposit growth in 
December when for a few weeks short-term paper 
rates rose substantially above the banks’ prime 
lending rates. During this brief period the Bank of 
Canada deliberately cushioned the upsurge of 
pressure on interest rates because of the uncer- 
tainties about the outlook for the world economy 
arising from the oil problem. The pressure eased 
considerably after year-end. Bank loans have 
risen less rapidly so far in 1974, although total 
bank assets as well as the broader measures of 
money supply have continued to rise strongly. 

On the other hand, the average growth rate of 
the money supply more narrowly defined to 
exclude time deposits — an indicator which is 
less affected by temporary shifts in financing 
channels and which has come to be widely re- 
garded, particularly in the United States, as more 
significant than the other indicators available — 
has Clearly slackened since the second quarter of 
1973. 

Supporting evidence that the monetary situa- 
tion in Canada is now under firmer control is pro- 
vided by the behaviour of interest rates since last 
spring. The interaction between strong credit 
demands and the changed posture of monetary 
policy, in an international environment of sharply 
rising interest rates, led to substantial increases in 
Canadian rates during 1973. Although the Bank of 
Canada did not press its policy to the point where 
Canadian short-term rates rose to the peak levels 
reached last year in the United States and in major 
financial markets abroad, the increases were 
nevertheless quite large. Thus typical rates on 
short-term paper were some 5 percentage points 
higher at year-end than at the beginning of 1973. 
Chartered bank prime lending rates for larger 
borrowers had moved up by 31/2 percentage 
points, and there had been comparable in- 
creases in key deposit rates. The Bank of Canada 
had raised the Bank Rate in five steps from 43/4 
per cent to its present level of 71/4 per cent. 

Given the strength of the demand for credit in 
1973, it is clear that to have put the growth of the 
banking system under even greater restraint 
would have caused interest rates to reach even 





higher levels than they did — perhaps quite a bit 
higher. It can be argued that this should have 
been allowed to happen — that while short-term 
interest rates reached levels that appeared high 
in relation to our past history, these levels were not 
in fact very high after allowance for what was 
happening to the price level, and particularly to 
the prices of many of the goods that were being 
financed. In a year in which wholesale prices were 
rising by 25 per cent, for example, the cost of 
financing inventories at prevailing interest rates 
could hardly be said to have involved any great 
disincentive to inventory accumulation even after 
allowance for the risks involved. By the same 
token, the interest return received by savers was, 
after allowance for the rise in prices in 1973, any- 
thing but high despite the levels reached by nom- 
inal interest rates. It should be borne in mind, of 
course, that the structure of borrowing and lend- 
ing rates is closely tied together, and that it is next 
to impossible to have significantly higher rates of 
return for savers generally in Canada without also 
having higher interest costs for businesses, con- 
sumers, governments and mortgage borrowers. 
In the circumstances of last year it was the view 
of the Bank of Canada that we were in fact press- 
ing with sufficient vigour towards a less expan- 
sionary monetary policy. This view was based on 
the outlook for some slowing of the growth of the 
world economy in 1974, and took into account the 
relatively long time-lag before the change in 
monetary policy could have much effect in mod- 
erating spending pressures in Canada. Neverthe- 
less, the experience of 1973 indicates clearly that 
if much reliance is to be placed on monetary 
policy for influencing the growth of aggregate 
demand in the economy, there may well be 
Periods when controlling the growth of money and 
Credit will necessarily involve substantial move- 
ments in the level of short-term interest rates. 
_ Looking back on the experience of Canada and 
other countries over a longer period, it is difficult 
to avoid the impression that from time to time there 
have been more substantial and persisting depar- 
tures from reasonably steady monetary growth 
than would appear in retrospect to have been 
desirable. Since the lags associated with mone- 
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tary policy are rather long, the full effects of such 
departures do not become apparent until well 
after the event. This helps to explain how they 
come about. It is not very difficult to understand, 
for example, that so long as an economy is operat- 
ing much below satisfactory levels there is a 
natural tendency to err on the high side so far as 
rates of monetary growth are concerned. 
Moreover, in a world where economic forecasting 
is necessarily imperfect, the temptation is strong 
in such circumstances to respond to troublesome 
short-run developments by adding somewhat 
further to the rate of monetary expansion. | believe 
that the high rates of monetary expansion around 
the world during the two years leading up to the 
surge In economic activity in the latter part of 1972 
and early 1973 illustrate this basic problem. 

In the light of these considerations, | have a 
certain amount of sympathy with the case that is 
often made for more stable monetary growth over 
time, even though | am aware that there are vari- 
ous difficulties involved in such an approach. The 
Bank of Canada certainly has no intention of 
basing its operations on any mechanistic formula, 
but in framing its judgments about the appro- 
priate policy to be followed, it has been giving 
considerable weight to underlying rates of 
monetary growth. 


* * * * 


One of the disappointing aspects of the per- 
formance of the Canadian economy in 1973 was 
that at a recorded level of unemployment of about 
51/2 per cent of the labour force — a level consid- 
erably higher than had been hoped for — we 
apparently reached not only the effective limits of 
our plant and equipment capacity but also a posi- 
tion where labour, too, was effectively in short 
supply. Both the capital stock and the supply of 
labour will, of course, continue to grow, but if we 
are to avoid generating strong inflationary pres- 
sures in the domestic economy it will be important 
to recognize that supply limitations exist and 
probably cannot be overcome quickly. We begin 
1974 with severe shortage problems at many 
points in the economy. In these circum- 
stances the potential increase in output that can 
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reasonably be considered to be within the 
economy’s supply capabilities in 1974 may well 
be less than its longer term average growth poten- 
tial. This possibility must be borne in mind if we 
are to follow demand policies that do not press 
too hard against the limits of the economy's 
physical capacity and that consequently avoid 
complicating our problems through internally- 
generated inflationary pressure. 

Last year’s price performance in Canada, as in 
other countries, was clearly very unsatisfactory. It 
is not realistic, unfortunately, to expect rapid im- 
provement in the trend of our domestic price level, 
in part because the price increases already 
experienced have not yet fully worked their way 
through the cost structure. Looking somewhat 
further ahead, however, it should certainly. be 
possible for the current rate of price inflation in 
Canada to slacken, especially since there is good 
reason to expect that international commodity 
prices, which have played such a key role in the 
recent upsurge, will in due course level off or 
decline. 

The world-wide strength of demand during 
1973 helped to prevent the serious crisis that 
developed in international currency markets in 
February and early March from having an adverse 
impact on general business confidence or on 
trade flows. Despite considerable short-run vola- 
tility, the changes in international exchange rate 
relationships that have occurred in recent years 
have, on the whole, worked to bring about desir- 
able adjustments in the individual balance of pay- 
ments positions of the major industrial nations. In 
particular there has been a strong recovery in the 
balance of payments of the United States, an 
essential element in any move to a more orderly 
international monetary system. 

Unfortunately anew and very serious source of 
strain has been introduced into the world 
economy by the action of the Organization of 
Petroleum Exporting Countries in imposing two 
further substantia! price increases for crude oil on 
top of the increase announced at the beginning of 
1973. Combined with the cutbacks in production 
announced by the main Arab producing states in 
October and the imposition of embargoes on 
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shipments of oil to the United States and certain 
other countries, these various decisions have 
created grave new problems. 

Oil developments have imparted yet a further 
upward thrust to prices in all countries at a time 
when the boom in world commodity markets ap- 
peared to be losing some of its earlier strength. 
For a while it seemed likely that the production 
cutbacks would also aggravate existing bottle- 
necks so seriously as to raise the possibility of a 
supply-induced slowdown in world industrial ac- 
tivity. This risk has been eased by the subsequent 
relaxation of the cutbacks, although shortages of 
oil or fears of shortages may be accentuating the 
slowdown in world economic growth that was al- 
ready emerging. The very steep rise in oil prices 
will of itself exert a considerable dampening ef- 
fect on demand in the oil-consuming countries by 
leaving less money in people's hands to spend on 
other things. 

If maintained, the current level of oil prices is 
certain to have a dramatic effect on the balance of 
payments positions of oil importing countries 
— both industrialized and less developed. The 
traditional collective surplus on current account of 
the industrial countries appears likely to be 
replaced by acollective deficit of unprecedented 
size — a swing of several tens of billions of dollars 
which can be sustained only by the acceptance of 
massive inflows of capital from the oil-exporting 
states. Moreover, the current account deficits of 
the developing countries appear likely to be in- 
creased to levels far beyond their capacity to 
sustain for long without huge additions to the aid 
which they have been receiving either directly 
from developed countries or indirectly through 
international development institutions. 

Serious concern at the implications for the 
world economy of the large rise in oil prices was 
expressed by the Committee of the Board of Gov- 
ernors of the International Monetary Fund on the 
Reform of the International Monetary System and 
Related Issues (the Committee of Twenty) at its 
meeting in Rome in January of this year. The 
Committee urged the closest international co- 
operation and consultation in seeking means of 
coping with the problems of individual countries 


OO  —n_—n—n—n—nan_c_ oO 


without aggravating those of other countries. It 
recognized that, in the circumstances, priority 
should be given to those aspects of international 
monetary reform which had the best prospects of 
early implementation, with other aspects to be 
agreed upon for implementation at a later date. 
The Committee agreed to try to complete its work 
at a meeting in Washington on June 12 to 13, 
1974. It also agreed that when it completed its 
work it should be succeeded, first on an interim 
basis and later on a permanent basis, by a body 
that was similar in composition and would play a 
role between the full Board of Governors of the 
IMF and the Executive Directors in managing and 
adapting the monetary system, overseeing the 
continuing operation of the adjustment process, 
and dealing with sudden disturbances which 
might threaten the system. 

On January 29, 1974 the United States au- 
thorities announced the reduction to zero of their 
Interest Equalization Tax and the termination of 
their programmes for restraining outflows of capi- 
tal. Canada had had virtually full exemption from 
these measures under an arrangement which in- 
volved it in maintaining a structure of guidelines 
on outflows of capital from Canada. On January 
30, 1974 the Ministers of Finance and of Industry, 
Trade and Commerce announced the withdrawal 
of these Canadian guidelines. In his press re- 
lease, the Minister of Finance noted that he has 
not withdrawn his request to Canadian borrowers 
to explore fully the Canadian capital market be- 
fore floating issues abroad. The texts of these 
press releases are appended to this Report. 


* * * * 


It is clear that in 1974 the Canadian economy 
faces major uncertainties that lie beyond our bor- 
ders and beyond our power to influence signifi- 
cantly. The pace of activity is slackening in major 
countries overseas and in the United States, and it 
seems probable that it will remain subdued in the 
first half of 1974. Beyond mid-year, the range of 
possibilities is wide. If the adjustments required 
by the oil situation can be accommodated without 


strong growth in world output. The possibility that 
the situation may develop less favourably cannot, 
however, be ruled out, and this is the main uncer- 
tainty overhanging the outlook for the Canadian 
economy at the present time. 

The direct effects of oil developments on the 
Canadian economy appear to be less serious 
than for almost any of the other developed coun- 
tries since we are, on balance, largely self- 
sufficient in oil. The impact of oil shortages else- 
where may, however, add to the number of 
bottlenecks and scarcities faced by Canadian 
industry, especially where we are heavily depen- 
dent upon foreign sources for oil-based products 
such as petrochemicals and plastics. The sharp 
escalation of world oil prices is, of course, having 
a marked impact on costs and prices in Canada. 
It has also raised difficult problems of income 
transfer, although these are problems that lie 
within our borders; they do not involve massive 
net transfers abroad as is the case for many other 
countries. 

Thus the circumstances at present are more 
favourable for a substantial rate of economic 
growth in 1974 in Canada than in the United 
States and many overseas countries, and a di- 
vergence in current rates of economic growth has 
already emerged. If things go reasonably well this 
divergence will narrow in the latter part of the year 
as the pace of economic activity in the United 
States and overseas countries picks up. 

Looking somewhat further ahead the prospect 
is for a strong underlying demand situation in 
Canada since we have already entered a period 
of very heavy investment in new productive 
facilities to serve both internal and external 
needs. To the extent that this assessment of our 
prospects is justified, we are well placed to 
achieve our national objective of continuing high 
levels of employment. If we are also to achieve our 
objective of getting inflation under better control 
we shall have to take care to avoid aggravating 
the inflation we already have by permitting an 
excessive growth of domestic demand. Only in 
this way can we be in a position to benefit fully 


a major disruption of international trade, the 
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from the moderation of external price pressures 
| chances are good for an early resumption of that we can expect in due course. 
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REVIEW OF THE YEAR 


Economic Developments 


The year 1973 was one of exceptionally 
buoyant economic activity and strongly rising 
incomes, with the economy operating for the most 
part at full stretch. For the year as a whole the gain 
in output was over 7 per cent, considerably larger 
than for any year since the mid-1960s. The growth 
of employment was over 5 per cent, the strongest 
‘in about twenty-five years. Despite an unusually 
large number of new entrants into the labour mar- 
ket, the unemployment rate declined appreciably 
from the level of the two previous years. 

A welcome feature of 1973 was the broad dis- 
persion of the gains in income and employment 
among major sectors and major regions of the 
country. Secondary manufacturing had another 
good year. Tight world food supplies and sharply 
higher prices for a wide range of agricultural and 
fishery products had a major impact on incomes 
in these sectors; farm income, which had lagged 
behind other incomes in recent years, rose very 
sharply in 1973, particularly in western Canada. 
Extraordinarily strong world demand also contri- 
buted to high levels of activity and sharply 
increased earnings in Canada’s basic resource 
industries. 

In this environment there was an exceptionally 
large increase in prices in Canada in 1973. The 
GNP deflator averaged 7 per cent higher than a 
year earlier, and the Consumer Price Index rose 
by 9 per cent in the course of the year, with par- 


ticularly steep advances in food and energy 
prices. The rapid rise in domestic prices was 
closely related to the world-wide commodity infla- 
tion. Sharp price increases for a broad range of 
Canadian agricultural and resource-based ex- 
ports led to higher prices for such products in the 
Canadian market. Import prices also rose rapidly, 
with a particularly marked impact on food costs. 
In the latter part of the year the escalation of oil 
prices by the major producing countries led to 
large increases in the domestic prices of pet- 
roleum products in the eastern part of the country. 

Underlying the boom in world commodity mar- 
kets last year was an unusually rapid upsurge in 
demand and output in all the main industrial coun- 
tries. During the second half of 1972 and the first 
half of 1973 the combined real GNP of the major 
countries of the OECD area increased at an 
almost unprecedented rate from a level of output 
that was already relatively high. The resulting 
steep climb in demand for industrial materials 
added to the supply problems that already 
existed in certain areas, notably as aconsequence 
of the disappointing grain harvests in several 
major producing countries in 1972. Even though 
the pace of expansion in the major industrial 
countries tended to slacken somewhat in the lat- 
ter part of the year, prices continued to advance 
sharply throughout 1973 for most industrial and 
agricultural commodities. 
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Main Economic Indicators 
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The deceleration of the growth of output in the 
major industrial countries in the second half of 
1973 reflected in part a tightening of demand 
policies in a number of countries, but it is also 
apparent that capacity limitations and supply 
shortages were major restraining factors. This 
combination of influences was particularly evi- 
dent in the United States. After expanding very 
rapidly over the winter months, output in the 
United States during the balance of 1973 rose ata 
much slower rate notwithstanding continued 
buoyancy in aggregate demand. By the final 
months of the year, however, signs of a modera- 
tion in demand had appeared; indeed housing 
starts had weakened markedly and car sales had 
also fallen considerably from their very high levels 
early in the year, in part as a result of consumer 
reactions to the difficult situation with respect to 
oll. 
The combination of cutbacks in production 
announced by the main Arab oil-producing states 
in October, embargoes on shipments to certain 
countries, and substantial increases in the price 
of crude oil imposed by members of the Organiza- 
tion of Petroleum Exporting Countries, has 
Created major problems and uncertainties for all 
oil-importing countries. For Canada, however, the 
immediate effects of these developments have 
been less serious than for most other countries. 
Supplies have remained generally available to 
Canadian industries and consumers, albeit at 
higher prices in eastern Canada, while the escala- 
tion of world petroleum prices will have little net 
impact on Canada’s international trade balance 
on oil account. 
_ At year-end and in the early weeks of 1974 the 
Canadian economy was continuing to exhibit 
considerable buoyancy in major sectors of de- 
mand with persisting pressures on capacity. A 
Significant part of the sizeable increase in output 
in the final months of 1973 reflected a rebound 
from the effects of work stoppages during the 
summer. Employment also expanded strongly in 
the fourth quarter and registered a further size- 
able advance in January 1974. While some pos- 
sible weakening of export demand could be in 
Prospect because of the marked slowing of 














activity in several of Canada’s major export 
markets, particularly the United States, exports 
continued to rise in January. Domestic demand 
continued to display evidence of considerable 
resilience. In contrast to the United States, both 
new car sales and housing starts stayed at high 
levels in Canada in the final months of 1973 and in 
the first weeks of 1974. Furthermore, current 
monthly indicators point to continued vigour in 
spending on new plant and equipment by Cana- 
dian business in the period immediately ahead. 
Indeed, the information available on business 
investment intentions indicates a continued 
rapid pace of capital outlays in 1974. 


Demand — Domestic and Foreign 


The buoyancy of total demand in the economy 
in 1973 reflected a combination of strength in 
spending from both domestic and foreign 
sources. The strength in domestic spending rep- 
resented to an important degree a contined rapid 
advance in consumer outlays and residential 
construction. Major impetus also came from the 
sharp upturn in fixed capital formation by busi- 
ness after an extended period of relatively moa- 
erate growth. 

Expenditures on consumer goods and services 
rose vigorously for the second consecutive year. 
Although part of the increase of close to 15 per 
cent reflected the faster rise in consumer prices, 
particularly for food and energy products, the 
percentage gain in volume was, nevertheless, 
higher than for total domestic demand. Pur- 
chases of both durables and semi-durables 
provided major support. The strong rise in expen- 
ditures on new cars that had been a feature of the 
closing months of 1972 continued into the early 
months of 1973, and outlays over the balance of 
the year and into the first weeks of 1974 remained 
close to the first quarter’s record pace. Spending 
on other durables and semi-durables advanced 
strongly throughout the year, reflecting in part the 
demands associated with the continued strong 
expansion in house building. Housing starts total- 
led 268 thousand units for 1973 as a whole, set- 
ting a new record for the third successive year. 
Although housing completions also reached a 
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record total of 247 thousand units, the available 
information suggests that vacancy rates re- 
mained very low. This continued strength in hous- 
ing demand persisted despite higher mortgage 
interest rates and sharp increases in the cost of 
construction and land. 

The recovery of business fixed investment was 
delayed somewhat by strikes that affected con- 
struction in the latter part of 1972 and this was a 
factor in the very sharp rise in outlays in early 
1973. Further substantial increases in spending 
on both plant and equipment were recorded dur- 
ing the remainder of the year despite growing 
difficulties in Securing supplies, particularly in the 
area of non-residential construction. For the year 
as a whole, total business fixed investment 
(excluding housing) rose by 18 per cent in value 
and almost 12 per cent in volume. However, as a 
proportion of GNP, such investment has risen only 
moderately and is still well below the peaks 
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reached in earlier periods of strong investment 
activity, as may be seen in the left panel of the 
chart on page 15. The high rates of profits and 
capacity utilization in 1973, together with recent 
developments in the energy field, have provided 
a strong inducement for further large increases in 
investment outlays. 
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The accumulation of inventories by non-farm — 


business in 1973 was only moderately higher than 
in the previous year, with additions to stocks un- 
doubtedly restricted by the over-all tightness of 
supply in the face of heavy final sales. In manufac- 
turing, the ratio of stocks to shipments reached a 
new low while the value of unfilled orders rose 
steeply throughout the year. Government outlays 
on goods and services, that part of government 
spending entering directly into GNP, rose from 
1972 to 1978 at a slightly faster pace than in the 
previous year. 

A growing demand for Canadian exports, 
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which was already evident in 1972, continued to 
give major impetus to the Canadian economy in 
1973. Merchandise exports rose sharply in value 
terms as an upsurge of demand from overseas 
countries was added to continued strength in the 
U.S. market. The major part of the increase was 
attributable to a 16 per cent rise in export prices 
under the impact of the world-wide commodity 
boom; particularly large increases occurred in the 
export prices received for grains and other farm 
produce, lumber, woodpulp, oil, copper, and 
most other non-ferrous metals. In addition, the 
further temporary appreciation of several major 
overseas currencies relative to the Canadian 
dollar in the first half of 1973 tended to add to the 
upward pressures on Canadian export prices. 
Given that a large part of Canada’s foreign trade 


is conducted on a contractual basis, the increase 
in unit values during 1973, although extraordinar- 
ily large, still did not reflect the full magnitude of 
the surge in spot prices for Canadian commodity 
exports. Accordingly, there is reason to believe 
that some further increase in realized export 
prices will occur in the first part of 1974 even if the 
corresponding spot prices prove to have peaked. 
In volume terms, exports rose by about 8 per cent 
or slightly less than in 1972, with all of this growth 
coming in the early part of the year. Supply con- 
straints were clearly an element restricting further 
growth in the volume of sales. In addition, strikes 
in the rail and pulp and paper industries led to a 
sharp decline in the volume of shipments in the 
third quarter, followed by a rebound in the final 
months of the year. 


its. 


ese A 


Supply — Production and Imports 


The value of the Gross National Product ex- 
panded by almost 15 per cent following an in- 
crease of 10%/4 per cent the previous year. In vol- 
ume terms the rise in output accelerated to 7 per 
cent from 53/4 per cent in 1972. 

Following exceptionally sharp gains in produc- 
tion over the winter months, the expansion of the 
economy slackened somewhat in the second 
quarter, reflecting evident capacity constraints. 
As in 1972, major work stoppages contributed to 
a slowing in economic activity in the third quarter 
and their settlement to the rebound in the final 
months of the year. In the closing months of 1973 
capacity limitations were apparently continuing to 
restrain the expansion of output in many indus- 
tries. In the automotive industry, however, there 
were cutbacks in production that were related 
mainly to the slackening U.S. demand for cars. 

Agricultural production rose only moderately 
from last year’s relatively low level. A substantially 
larger wheat crop was harvested but there was, 
on balance, little change in the size of other crops. 
Furthermore, output of meat, dairy and poultry 
products appears to have been adversely af- 
fected by the sharp increase in the cost of feed. 

One of the most striking features of the year was 
the speed with which the economy seemed to 
move up to the limits of its operating capacity. 
Indeed, the economy began to show signs of 
Strain sooner than anticipated, particularly in the 
light of the relatively high rate of recorded unem- 
ployment. While some shortages had been re- 
ported in 1972, they emerged both in the case of 
Skilled labour and materials with increased fre- 
quency from early in 1973 and became common- 
place as the months passed. Delivery times for 
many products lengthened appreciably as unfil- 
led orders piled up. In some cases, for example in 
steel, producers moved to a system of allocation 
among customers. These effects were intensified 
by the correspondingly strained capacity situa- 
tion in other countries. 

The lack of spare plant capacity represented a 
major constraint on the short-run response of 
production to demand over a broad range of in- 
dustries. Very tight conditions prevailed for a 
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number of key processed materials including 
steel, pulp and paper, other wood products, pet- 
rochemical feedstocks, and chemical products. 
For the industrial and manufacturing sectors as a 
whole, estimates prepared by the Department of 
Industry, Trade and Commerce indicate that rates 
of capacity utilization rose in 1973 to levels com- 
parable with earlier peaks reached in the 1960s. 

While the sharp run-up of demand was clearly 
the immediate cause of the tight capacity situa- 
tion prevailing in Canadian industry, an important 
contributing factor was the relatively sluggish 
pace of investment for several years prior to 1973. 
Although estimates of the stock of plant and 
equipment are necessarily approximate, they do 
suggest that the capital stock grew quite slowly in 
the period after 1967. Annual changes in capital 
stock and output for the commercial non-farm 
economy are shown in the lower panel of the chart 
on the facing page. 

The strong growth of aggregate demand in the 
economy, combined with sharply rising prices ab- 
road, led to a substantial increase in the value of 
merchandise imports — comprising a 14 per cent 
increase in volume and an increase in price of al- 
most 10 per cent. The increase in import prices was 
not as rapid as for exports because raw materials, 
whose world prices rose extraordinarily rapidly in 
1973, represent a relatively smaller proportion of our 
import bill. Despite a higher rate of over-all growth in 
the Canadian economy, the rise in the volume of 
imports was not quite as rapid as for 1972, largely 
because of a decline in the volume of imports of 
automobiles from overseas countries, the easing of 
demand for imported food, and short supplies of 
many materials in world markets. 

The more rapid growth in the volume of imports 
than in exports produced a substantial adverse 
movement in real terms in Canada’s current ac- 
count position. However, since export prices rose 
much more rapidly than import prices, leading to an 
improvement of some 6 per cent in Canada’s terms 
of trade, the actual balance in value terms improved 
slightly compared with 1972; the current account 
deficit resulting from Canada’s transactions in 
goods, services and transfers declined by about 
$300 million to approximately $330 million in 1973. 
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| The Labour Market 

| The sharp expansion of output in 1973 was 
_ accompanied by extraordinary gains in employ- 
ment. For the year as a whole total employment 
was over 5 per cent greater than in 1972. A major 
part of the increase came at the beginning of the 
year in conjunction with the very strong advance 
| in output during that period. Also in correspon- 
dence with the movement of production, only 
| limited increases in employment occurred during 
the spring and summer months, followed by re- 








newed gains towards the end of the year. Despite 
the very strong expansion in output in 1973, the 
rise in labour productivity was below average 
— an indirect, but suggestive, indication of the 
generally tight operating conditions prevailing. 
The expansion of employment opportunities 
gave rise to a record increase of almost 4'/2 per 
cent in the labour force. This was about 50 per 
cent greater than the more normal labour force 
growth registered in the two previous years. 
The sensitivity of labour force response to 
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employment growth was apparent in the behaviour 
of all the major labour force categories. Most strik- 
ingly, the very large expansion of more than 8 per 
cent in the employment of people under 25 years of 
age was accompanied by a 6%/4 per cent increase 
in the labour force in that age group. The entry of 
young people into the labour force in such large 
numbers, with particularly marked increases 
among teenagers, was accompanied by some 
reduction in the proportion not in the labour force 
because they were attending school. 

Under the impact of the rapid gains in employ- 
ment in the early months of the year, the unem- 
ployment rate fell sharply, reaching 5.3 per centon 
a seasonally adjusted basis in July. With the slow- 
ing of employment expansion over the summer 
months, unemployment moved back up some- 
what from this low point, but declined again in the 
final months of the year. During 1973 the unem- 
ployment rate averaged 5.6 per cent of the labour 
force compared with 6.3 per cent in the previous 
year. For the core group of men 25 years of age 
and over, the unemployment rate fell from 4.9 per 
cent in 1972 to 4.2 per cent in 1973, returning to 
approximately the same level as in 1968-69. In 
1973 this group, which constitutes about one half 
of the work force, accounted for only 38 per cent 
of total unemployment. Recorded unemployment 
also declined for young people and adult women 
but in both cases the rates remained well above 
the levels typical four to five years earlier. 

The paradox of high rates of measured unem- 
ployment in the face of employers’ apparent dif- 

ficulties in hiring labour was commented upon in 
| last year’s Annual Report. The record of the labour 
| market in 1973 has tended to confirm the view that 
_ at the present time a given level of the national 
| unemployment rate as recorded in the Labour 
_ Force Survey does not reflect the same degree of 
| ease in labour markets, or in the economy as a 
| 


whole, as it formerly did. While the over-all unem- 
_ ployment rate in 1973 was still higher than that 
_ recorded during such earlier periods of high level 
_ Operation as the mid-1950s and mid-1960s, there 
_ were widespread reports of shortages of skilled 
_labour and even of unskilled labour in certain 


"areas of the country. The statistics on job vacan- 


cies and the index of newspaper help-wanted 
advertising also point to a further major tightening 
of the labour market in 1973; in the second half of 
the year both measures were markedly higher 
than a year earlier. A further indication of the in- 
tensified pressure of demand for labour was the 
considerable rise in the proportion of vacancies 
remaining unfilled for one month or more. 

In all regions except Ontario there was a 
marked acceleration of employment growth in 
1973. The strongest gains year-over-year were in 
the Atlantic region and British Columbia, where 
the expansion was in the range of 6'/2 per cent, 
but the acceleration was greatest in Quebec 
— from 14 per cent in 1972 to 534 per cent in 
1973. Employment growth in Ontario matched the 
previous year’s unusually large gain of 41/2 per 
cent, while in the Prairie region the rise was 4 per 
cent, about 1'2 percentage points more than in 
1972. The decline in unemployment was also 
general across Canada, although the extent of the 
reduction varied considerably by region. In British 
Columbia the rate fell by over one percentage 
point to 61/2 per cent. In the Atlantic region the very 
strong growth of employment was accompanied 
by an unprecedented expansion in the labour 
force and the unemployment rate remained close 
to 9 per cent. 


Incomes, Costs, and Prices 

All major categories of income rose at a faster 
rate in 1973 in response to the strong increases in 
demand and output. As a result of the strong 
gains in employment, labour income rose by over 
12 per cent, somewhat more rapidly than in the 
previous year. Other important elements con- 
tributing to the exceptional increase in personal 
disposable income — 14 per cent in nominal 
terms — were the jump in income received by 
farmers, cuts in personal income taxes and sub- 
stantial increases in transfer payments from gov- 
ernments. Even after making allowance for the 
inflation of consumer prices, the increase in dis- 
posable income was still unusually large. 

Farm income had lagged behind other incomes 
for anumber of years, aS may be seen in the chart 
on page 20. The remarkable rise of 83 per cent in 


19 


Selected Income Components of GNP 


Seasonally adjusted, quarterly 


1Q 1964 = 100 — Ratio scale 
300 


250 


Labour income 


200 


150 


lOO 


300 
aU 


200 


=< _— 
Adjusted for inventory profits 


300 


Farm income 


TO 
1964 I965 1966 1967 I968 1969 


ree coe SoS EERSTE 


accrued net farm income in 1973 mainly reflected 
sharply higher prices in domestic and export 
markets. The strength of export markets was also 
an important factor in the vigorous rise in the 
earnings of Canada’s major resource industries, 
reinforcing the impetus to higher business profits 
coming from the cyclical expansion of domestic 
demand. Continuing the recovery of the two pre- 
vious years from the depressed level in 1970, total 
corporation profits before taxes in 1973 were 
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some 37 per cent higher than in 1972. After 
deducting the estimated accounting profits 
associated with the effect of higher prices on 
the value of inventories, the gain was about 27 
per cent. 

The faster growth of labour income does not 
appear to have contributed to the acceleration of 
costs in the economy in 1973 since, on the basis 
of preliminary data, the rise in unit labour costs of 
43/4 per cent was about the same as in 1972. While 


the available indicators do not suggest much 
change in 1973 in the rate of increase of average 
wages and salaries, a forward looking indicator of 
wage trends, new wage Settlements under collec- 
tive bargaining, clearly moved up. Excluding the 
construction industry, for which comparable 
figures are not available, the annual increases in 
base rates of pay over the life of contracts aver- 
aged out to over 9 per cent for the year, or 11/2 
percentage points more than in 1972. In the 
second half of 1973 the rate of increase in base 
rates under new settlements rose to almost 10 per 
cent. Furthermore, this would appear to be an 
underestimate of the extent of the rise, in that the 
base rate measure does not take into account 
either fringe benefits or clauses tying future wage 
adjustments to increases in the Consumer Price 
Index. Both these elements were prominent in 
major contracts negotiated in the latter months of 
the year. 

Food prices had begun to show a markedly 
sharper rate of increase by the middle of 1972 
and continued to climb steeply throughout most 
of 1973. Most categories contributed to the ac- 
celeration. At the end of 1973 the food component 
of the Consumer Price Index was 17 per cent 
higher than a year earlier: dairy products were up 
81 per cent, fruit and vegetables 12 per cent, 
bakery and cereal products 19 per cent, pork 27 
per cent, and beef 28 per cent. The magnitude of 
food price increases tapered off towards year- 
end, however, particularly in the case of meat, 
fruits and vegetables. While the future trend of 
food prices remains uncertain, such indications 
as the substantially increased acreage planted to 


_ winter wheat in the United States point to the 


| 


Possibility of some improvement in supplies of 
feedgrains, cereals and ultimately livestock and 
related products. 

The major impact of the international commoa- 
ity inflation has also been evident in the wide- 
spread and sharply higher rates of increase for 
the main non-food categories of industry selling 
Prices, and the escalation in the prices of oil and 


_ oil-based products over recent months has 
_ added further to industry costs. While some of 
_ these cost and price increases at the earlier 


stages of processing remain to be worked 
through to the retail level, some relief may be 
forthcoming to the extent international industrial 
commodity prices respond to the easing of world 
demand pressures apparently in progress. 

The large increase in the Consumer Price Index 
in 1973, 72 per cent year-over-year and 9 per 
cent from year-end to year-end, was only partly 
attributable to the upsurge in food prices. The 
cost of energy items also rose steeply, particularly 
in the eastern part of the country, under the im- 
pact of large increases in the prices of gasoline 
and fuel oil, together with some upward adjust- 
ment in the price charged for natural gas in the 
final months of the year. Even apart from food and 
energy, there was a perceptible acceleration in 
prices across a broad range of goods and ser- 
vices purchased by consumers. From the end of 
1972 to the end of 1973 the Consumer Price Index 
excluding food and energy items rose by 51/2 per 
cent compared with a 4 per cent increase during 
cg 

A chart showing movements in selected com- 
ponents of the Consumer Price Index and of the 
Index of Industry Selling Prices since the 
beginning of 1969 appears on the following page. 
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Financial Developments 





The very large increase in spending that occur- 
red in 1973 was accompanied by a substantial 
expansion of credit. Major non-financial borrow- 
ers other than the Government of Canada raised 
$4 billion more in total during 1973 than in the 
previous year, with the largest part of the increase 
accounted for by non-financial businesses and 
mortgage borrowers. 

This very strong demand for funds, together 
with the less accommodating stance of monetary 
policy and the rapid rise in interest rates in the 
United States and other foreign financial markets, 
resulted in substantial upward pressure on 


domestic interest rates in Canada during 1973. 
Although short-term interest rates in Canada did 
not reach peak levels as high as in the United 
States and elsewhere, the increases were 
nonetheless substantial. 

The amounts raised by non-financial borrowers 
in recent years are Summarized in the following 
table. 

The amount of Government of Canada sec- 
urities outstanding declined slightly in 1973, de- 
spite the fact that the Government’s domestic 
financial requirements have remained substantial. 
When measured over the calendar year 1973, 





Borrowing by Major Non-financial Sectors) 
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Increases in mortgages and other loans from financial institutions, plus net new issues of securities and foreign direct investment in Canada. a 
These are principally mortgages secured by residential property. The figures exclude net mortgage lending by governments and their agencies, notably CMHC, whichis 


reflected in the financing requirements of the respective governments. 


(1) 

(2) 

(3) Includes government enterprises. Loans from the Government of Canada are excluded. ; 

(4) Net changes in Canadian dollar Government of Canada securities outside Government accounts; the figures do not include temporary financing resulting from swap 
transactions between the Bank of Canada and the Exchange Fund Account. They are not a measure of Government of Canada cash requirements. 
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these requirements were just under $1 billion, an 
amount which, because of timing differences, is 
well below that expected for the fiscal year ending 
March 31, 1974. Ordinary foreign exchange op- 
erations were a source of Canadian dollars to the 
Government in 1973 and in addition the 
Government's cash balances were augmented 
as a result of temporary swap transactions en- 
tered into by the Bank of Canada with the Ex- 
change Fund Account. Details of these transac- 
tions and of the Government's financing generally 
in 1973 are given in the final chapter of this 
Report. 

Provinces and municipalities and their enter- 
prises raised less in both domestic and foreign 
bond markets, although this was partly offset by 
increased recourse to the chartered banks. The 
decrease in total provincial-municipal borrowing 
occurred despite a widening of the deficit of this 
sector on a national accounts basis; It apparently 
was facilitated by a rundown of holdings of finan- 
cial assets, which had been built up during 1972. 


Despite a continued strong rise in internally- 
generated funds, non-financial businesses raised 
nearly $2 billion more from other sources in 1973 
than in the previous year. This increase in funds 
raised reflected the strong rise in outlays on fixed 
investment, as well aS spending on inventories 
and further substantial additions to holdings of 
financial assets. The additional borrowing was 
largely in the form of bank loans. Total funds 
raised in Canadian and foreign bond and stock 
markets declined slightly from the level of the 
previous year. 

Borrowing by consumers continued to rise in 
1973, although less rapidly than in the previous 
year. The principal source of these credit de- 
mands lay in the continued strength of outlays on 
automobiles and other consumer durables and 
semi-durables. 

Mortgage borrowers obtained $6 billion of 
financing from private financial institutions in 
1973, an increase of $2 billion from the already 
very large flow during 1972. The further increase 
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(1) Figures for December 1973 are estimated, except for banks. 
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(2) Major Canadian dollar assets plus net foreign currency assets; average of Wednesdays. 
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in the volume of residential construction activity 
gave rise to astrong demand for mortgage funds. 
Indeed, the rate of housing starts realized over the 
past two years has been well above the pace 
required, on average, to meet the targets given in 
Official projections of housing needs during the 
1970s. The demand for mortgage funds was also 
influenced by the marked rise in lending on exist- 
ing housing and the sharp increases in the prices 
of both new and existing housing. 

Mortgage borrowers might have been ex- 
pected to encounter considerable difficulty in 
obtaining funds on this scale in a year in which 
other credit demands were also strong. However, 
the principal mortgage lending institutions were 
able to attract sufficient funds, although at a higher 
cost, so that the flow of mortgage money was well 
maintained. This outcome contrasted sharply with 
the situation in the United States where the mort- 
gage market was adversely affected by the difficul- 
ties in raising funds experienced by the institutions 
that specialize in mortgage lending. Mortgage 
holdings of Canadian institutional mortgage 

_ lenders as a group increased by 25 per cent in 
1973, compared with 20 per cent in the previous 
year. Holdings of the trust and mortgage loan 
companies rose by 29 per cent, amuch higher rate 
_ than in 1972 and double the rate during the previ- 
_ ous five years. Chartered banks’ mortgage port- 
| folios rose by 34 per cent in 1973, the third con- 
_ secutive year of strong growth. Official requests 
were made to the banks to maintain a reasonable 
_ flow of residential mortgage funds. 
The substantial amount of funds raised by 
Canadian residents in 1973 was apparently ob- 
_tained without net recourse to foreign sources. 
There were net inflows of capital in long-term 
forms of about $725 million but net outflows of 
Short-term capital (including errors and omis- 
sions) amounted to about $850 million. The long- 
term capital inflow was about $1 billion lower than 
in 1972. This sharp reduction reflected a marked 
| decline in net new issues of Canadian bonds sold 
to non-residents, a smaller inflow resulting from 
transactions in outstanding Canadian and foreign 
securities and a larger outflow in the form of 
Canadian direct investment abroad. 














Sales of domestic securities to Canadians as 
well as to non-resident investors were lower in 
1973 than in 1972. The increase in credit flows 
that occurred in 1973 was accounted for entirely 
by the growth in institutional lending, particularly 
by those institutions that rely mainly on the issue of 
various kinds of deposit-type claims. Additions to 
mortgage portfolios were a major factor in the 
growth of deposit-taking institutions. Their total 
assets increased by 19 per cent in 1973, com- 
pared with 16 per cent in 1972. 

The chartered banks’ total major assets rose by 
17 per cent in 1973. As in 1972, there was little 
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change in their holdings of Canadian liquid assets 
so that liquidity ratios declined further. The pres- 
sure on the banks’ Canadian dollar resources 
also gave rise to a substantial increase in their 
foreign currency deposit liabilities to Canadian 
residents. As a result the net foreign currency 
position of the banking system declined by over 
$1 billion during the year. Thus the rate of growth 
of total major assets, which includes the net 
foreign position, was less than that for Canadian 
dollar major assets. 

In addition to the substantial increase in resi- 
dential mortgages mentioned above, all major 
categories of bank loans rose strongly during the 
year. The increases in loans to municipalities and 
sales finance companies were particularly sharp, 
but the rate of growth of ordinary personal loans 
slowed as the year progressed. 

The banks’ loans to business borrowers rose 
more rapidly in 1973 as a whole than in 1972. The 
extent to which businesses borrowed from the 
banks reflected both the underlying strength of 
their credit demands and, in the case of larger 
borrowers, the fact that through much of 1973 


Chartered Bank Selected Assets 





bank lending rates were low relative to the cost of 
funds in securities markets. Authorizations to 
large business borrowers rose by 18 per cent in 
1973, the same rate as in the previous year. The 
rate of growth of other authorizations slowed 
somewhat but was still substantial. 

During 1973, as in previous years, the 
behaviour of bank business loans outstanding 
was affected by the switching of financing 
between the short-term paper market and the 
banks. Such shifts can occur on the basis of small 
changes in the spread between interest rates on 
bank loans and those prevailing in the short-term 
paper market. Following rapid growth from 
mid-1972 to mid-1973, the amount of commercial 
paper outstanding fell sharply in the second half 
of 1973. Thus, while the growth of business loans 
was even more rapid in the second half of 1973 — 
than in the first half, it was associated with the 
sharp decline in the amount of short-term paper 
outstanding. The sum of these two kinds of busi- 
ness borrowing rose at an annual rate of 22 per 
cent in the second half of the year, compared with 
29 per cent in the first half. 





Billions Annual rates of change 
of dollars Years Half-years(’) 
Dec. 1973 | Dec. 1970 Dec. 1971 Dec. 1972 Dec. 1972 June 1973 
to to to to to 
Dec. 1971 Dec. 1972 Dec. 1973 June 1973 Dec. 1973 
Canadian liquid assets........ ee 14 4 e 1 5 
(aetiataniGSns oS Sue ot 29.3 20 eo 26 26 24 
— unsecured personal...... 8.9 24 24 24 30 19 
Sm DUB ITED S ag se ieniis Recent bes VA 24 22 Pus 23 ot 
CAlel Metts lee Winter eg cee tae 23 —16 13 29 1 42 
MOFQSOOS 65.65 2yau teen tore 4.5 56 47 34 35 34 
Total major assets? ........... 48.3 19 1S 17 16 17 
Canadian dollar major 
DECOR. ela ee ee 49.9 19 eis 19 19 19 


(1) Seasonally adjusted. 
(2) Canadian dollar major assets plus net foreign currency assets. 
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Selected Measures of Short-term Credit to Business 





Billions Annual rates of change 
of dollars Years Half-years(’) 
Dec. 1973 | Dec. 1971 Dec.1972  Dec.1971 June 1972 Dec. 1972 June 1973 
to to to to to to 
Dec. 1972 Dec. 1973 June 1972 Dec.1972 June1973 Dec. 1973 
Bank business loans . 25 18 Zo 3A 
Commercial paper 
including bankers’ 
acceptances ....... = 26 84 Saal 
Det. occ ev ae 19 Zo 22 


(1) Seasonally adjusted. 


As mentioned earlier in this Report, the banks 
were urged by the Bank of Canada to maintain 
their policies of ensuring a reasonable flow of 
funds to smaller businesses and to borrowers in 
the less buoyant regions of the country. The rate 
of growth of business loans under authorizations 
of $100,000 or less was 14 per cent in 1973 com- 
pared with 12 per cent during the previous year. 

In 1973 most banks adopted a dual lending rate 
structure for business borrowers under which the 
minimum lending rate to smaller borrowers, gen- 
erally those with authorizations of $200,000 or 
less, was lower than the prime rate to other bor- 
rowers. As lending rates were increased during 
the year the minimum rates applicable to smaller 
borrowers and the average rates charged on 

these accounts rose less than the comparable 
fates for larger borrowers. 





this area by the banks, and by other financial 
institutions, reflected the fact that they attracted 
funds of the kind that had flowed into Canada 
Savings Bonds in previous years. 

Over 1973 as a whole, non-personal Canadian 
dollar term and notice deposits rose less rapidly 
than in 1972. Deposits of $100,000 and over for 
terms of less than one year continued to be sub- 
ject to interest rate ceilings under the “Winnipeg 
agreement”. Although the ceiling rate was raised 
substantially during the year it did constrain the 
banks’ ability to compete for large blocks of 
short-term Canadian dollar funds. Occasionally 
the banks bid very aggressively for blocks of 
funds for terms just slightly longer than those gov- 
erned by the “Winnipeg agreement”. At the same 
time the banks were able to attract a substantial 
amount of funds — $1.4 billion — by offering 


Canadians more attractive yields on foreign cur- 
rency deposits than they could on Canadian 
dollar deposits. 


| During much of 1973, the banks competed 


aggressively for funds by raising the rates of 
interest offered on term and savings deposits. 


They were particularly successful in attracting 
_ personal fixed-term deposits, which in the course 
_of the year rose by $3.4 billion — or more than 50 
per cent — accounting for about one half of the 
total increase in the banks’ Canadian dollar de- 
_ posits. No doubt some of the success achieved in 








Thus in the course of 1973 the banks relied to 
an increasing extent on relatively high-cost term 
deposits of various kinds to finance the growth in 
their assets. This process involved a lengthening 
of the average term of their liabilities as well as an 
upward movement in interest rates paid on 
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Currency and Chartered Bank Canadian Dollar Deposits 





Billions Annual rates of change() 
of dollars | Years Half-years 
Dec. 1973 | 40 1970 4Q1971 4Q1972 4Q1972 2Q 1973 
to to to to to 
4Q 1971 4Q1972 4Q1973 2Q1973 4Q1973 
Currency and demand 
Ge00Sites. ae Pty Serene eae 14.4 17 14 he 16 8 
Personal savings deposits........... 24.3 8 1 20 14 26 
Pe OTN Sta we per ee ee nie 8.6 — 7 24 56 36 80 
Non-personal term and 
MNOUGECGEDOSILS > Seen eer cease 9./ 39 36 11 Z eo 
seen EXE MOMMY 5 een 9 eee ee te 8.8 So 46 13 3 24 
Currency and total privately-held 
Canadian dollar deposits .......... 48.4 16 16 15 12 19 
Currency and total Canadian 
GONARPGE POSITS: end c we omen to -steot ec 50.6 18 tS 16 16 16 


(1) Calculated from the averages for the quarters shown; half-years are seasonally adjusted. 


Currency and Chartered Bank Deposits) 


Billions of dollars — Ratio scale 
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(1)Centred 3-month moving average of seasonally adjusted average of 
Wednesday data 
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deposits. The broad measure of the money 
supply, which includes these term deposits, rose 
by 15 per cent in 1973. 

As short-term interest rates rose, there was a 
distinct moderation in the growth of the money 
supply on the narrow definition that includes only 
Currency and chartered bank demand deposits. 
During the period of roughly 21/2 years up to the 
second quarter of 1973, currency and demand 
deposits had risen at an average annual rate of 
more than 15 per cent. Over the second half of 
1973 the rate of increase declined to 8 per cent, 
bringing the year-to-year increase to 12 per cent 
by the fourth quarter. 

The upward movement that characterized 
Canadian interest rate developments in 1973 
began early in the year. Yields on treasury bills 
began to rise in January. By March other short- 
term market rates had started to move up, andon 
April 9 the Bank Rate was raised to 51/4 per cent 
from 43/4 per cent where it had been since 
October 25, 1971. Immediately thereafter the 
“Winnipeg agreement” ceiling observed by the 
banks on their large short-term Canadian dollar 





deposits was raised by '/ per cent to 6 per cent 
and their prime lending rates were raised by an 
equal amount to 61/2 per cent. Other bank deposit 
rates were also increased. 

In succeeding months market interest rates 
continued to rise sharply and there were a series 
of further increases in the institutional rates men- 
tioned above. By September 13, four further in- 
creases in the Bank Rate had raised it to its pres- 
ent level of 7/4 per cent. The ceiling on large 
short-term deposits was also adjusted upward in 
several steps to a level of 812 per cent. Through 





Yields on Short-term Paper: 


Canada and United States 
30-day 


United States 





Canada 





Covered differential 


1969 1970 LST I i972 "97S 74 





much of this period the existence of the 
“Winnipeg agreement” tempered the pace of the 
rise in short-term interest rates. The chartered 
banks’ prime lending rates reached 91/2 per cent 
in December. 

During 1973 Canadian short-term interest rates 
did not rise as high as those in the United States, 
in the Euro-dollar market or in other foreign mar- 
kets. By year-end, U.S. bank prime lending rates 
had reached a peak of 10 per cent, but when 
account is taken of the widespread U.S. practice 
of requiring compensating balances, the effective 
cost of funds to prime borrowers was probably 
around 11 per cent compared with the 91 per 
cent prime rates in Canada. Rates on short-term 
commercial paper in the United States reached 
peak levels of about 10%/4 per cent in September 
whereas at that time comparable rates in Canada 
were about 8'/2 per cent. Subsequently these 
short-term interest rates came closer together as 
U.S. rates moved to a lower level while Canadian 
paper rates rose further during the remainder of 
1973. In early 1974 short-term market interest 
rates declined in both countries. Throughout this 
period the spread between spot and forward 
exchange rates tended to move with the 
changing spread between short-term interest 
rates in the two countries. 

By the latter part of 1973 the increase in short- 
term rates had brought them to levels above those 
on long-term securities. Earlier in 1973 the cost of 
short-term accommodation had been substan- 
tially below that of long-term financing and this no 
doubt contributed to the rapid expansion of 
shorter-term credit. In general, long-term rates 
were %/4 to 1 percentage point higher by 
September than at the beginning of the year and, 
on balance, have since shown little change. 

Achart showing movements in selected interest 
rates since the beginning of 1969 appears on the 
following page. 
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interest Rates 










Monthly 
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Bank of Canada Operations 





This chapter provides details of the operations 


of the Bank of Canada in 1973 related to the 


implementation of monetary policy, and of the 
Bank's operations as agent for the Government of 
Canada both in the management of the public 
debt and in connection with the activities of the 


_ Exchange Fund Account. 


Monetary Policy 
During 1973 the Bank of Canada so managed 


the cash reserves of the chartered banks that the 


banks’ total assets were not permitted to rise in 


line with the rapid growth of their loans and mort- 
gages. 


The amount of “free” Canadian liquid assets") 
in the banking system fell substantially in the 


/course of 1973 and by year-end the ratio of “free” 
Canadian liquid assets to total major assets had 


declined to 9.8 per cent, compared with 12.8 per 


‘cent at the end of 1972. The required minimum 
‘secondary reserve ratio was maintained at 8 per 








cent by the Bank of Canada and increasing 


amounts of treasury bills were therefore needed 
by the banking system to meet this requirement. 
|n total, however, the banks’ holdings of interest- 
earning Canadian liquid assets were at virtually 
the same level in December 1973 as they had 
been a year earlier. 

__ Inthe face of strong credit demands the limita- 





(1) “Free” Canadian liquid assets comprise the banks’ holdings of cash, Govern- 
| ment of Canada treasury bills and day-to-day loans in excess of minimum 
reserve requirements, plus Government of Canada bonds and call loans. 








tion on the growth of the banking system that was 
imposed through the pressure maintained on the 
banks’ cash reserves led to the upward move- 
ment of interest rates that began early in 1973. 
The Bank of Canada raised its Bank Rate five 
times during the year to 714 per cent, where it has 
remained since September 13.) 

The record of the chartered banks’ cash 
reserve positions during 1973 is shown in Appen- 
dix Table |. Variations in excess cash reserves 
reflected principally the Bank of Canada’s re- 
sponse to changes in the pressures in financial 
markets rather than alterations in the basic policy 
being followed. Thus on occasion during the year 
when there were particularly strong upward pres- 
sures on interest rates, cash reserves were run at 
somewhat higher levels than at other times, but 
these adjustments of the cash management 
stance were generally designed to moderate the 
upward movement of rates rather than to stop it. 

The Bank of Canada was active in the securities 
markets throughout the year in connection with 
cash reserve management and at times for 
reasons related to market developments. During 
the year the Bank of Canada provided support to 
the market by buying bonds, principally short- 
and medium-term issues. As well as serving to 


(2) Effective date Bank Rate 


TOTASOCIODR eo Mar ee at eae 43/4 per cent 
TOZS=ADIO i tw sis cad Areca ite 5'/4 per cent 
MAVEN a Re ett een eer 53/4 per cent 
NUS eae ere ae 6/4 per cent 
UG USIN/ Pras 4.0 ci aus oe die 654 per cent 
Seplember 3" Geoahes os. ot oo 7/4 per cent 
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stabilize markets, these purchases assisted in the 
management of the public debt by reducing the 
amount of maturing issues that would be held 
outside the Bank at the time of their maturity. By 
the same token, these purchases increased the 
Bank’s holdings of maturing bonds, and conse- 
quently have increased the scale of its participa- 
tion in new issues. 

In mid-year the Bank entered the market on a 
Switch basis, selling near-term and medium-term 
bonds against purchases of bonds maturing in 
October and December of 1973. This was done to 
meet some of the demand that resulted from the 
reduction in the amount of Government of Canada 
bonds outstanding following the partial refunding 
of the July 1 maturity. 

In September and again in November new 
issues offered in connection with the refunding of 
issues maturing on October 1 and December 1 
attracted widespread investor interest and the 
Bank was able to supply additional bonds to the 
market both on a switch basis against near-term 
issues and for cash. In early November, and 
again in December when there was renewed 
pressure on short-term interest rates, particularly 
rates on short-term paper, the Bank entered into a 
programme of purchasing bankers’ acceptances 
and continued to buy very short-term bonds. As 
well as cushioning the market against the pres- 
sures, these purchases facilitated cash reserve 
management during the seasonal rise in note cir- 
culation. 

The monthly record of Bank of Canada transac- 
tions in Government of Canada securities during 
1973 is shown in Appendix Table II. 

During the year the Bank again used swap 
transactions with the Exchange Fund Account in 
the management of chartered bank cash re- 
serves. These transactions involve the temporary 
acquisition by the Bank of Canada of foreign 
exchange assets under agreements for their 
resale to the Exchange Fund Account. They can 
be unwound, for example, in connection with 
open market purchases of securities or acquisi- 
tion of new issues of Government of Canada 
bonds and treasury bills, as opportunities arise. In 
1973 the Bank of Canada needed to add substan- 
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tially to its assets in order to provide for the large 
increases in the amount of notes in circulation and 
in the required cash reserves of the chartered 
banks. The Bank increased its holdings of Gov- 
ernment of Canada securities by $571 million dur- . 
ing the year. In the Bank’s view, purchases of 
Government securities on an even larger scale 
would have been inappropriate in the circum- 
stances and additional assets in the amount of 
$370 million were acquired for the time being 
through swap transactions with the Exchange 
Fund Account. 


Debt Management 


The federal Government’s net Canadian dollar 
financing requirements for domestic transactions 
were just under $1 billion for the calendar year 
1973, an amount much lower than is expected for 
the fiscal year ending March 31, 1974. Ordinary 
foreign exchange transactions resulted in a net 
inflow of Canadian dollars to the Government 
amounting to $558 million. Furthermore, the swap 
transactions undertaken by the Bank of Canada 
with the Exchange Fund Account increased the 
Government's cash balances by $370 million over 
the year: in the absence of these transactions, 
cash balances would have declined by $439 mill- 
ion. The outstanding amount of Government of 
Canada securities payable in Canadian dollars 
declined by $49 million in 1973. 

A net total of $530 million was raised through 
sales of treasury bills by additions to the weekly 
auctions. Maturities of $400 million in special 
one-year treasury bills were rolled over during the 
year. 

On four occasions the Government of Canada 
borrowed in the bond market, each time in con- 
nection with a maturing issue. The Government 
did not offer a public issue in connection with the 
July 1, 1973 maturity of $350 million. The Bank of 
Canada, which held $200 million of that issue, 
agreed to acquire $175 million of new bonds 
directly from the Government; the remaining $175 
million of the maturing bonds were redeemed by 
the Government for cash. On the other hand, new 
funds were raised by the Government on 
December 1 when $600 million of bonds were 


- Ordinary exchange transactions 








_Decrease in Canadian dollar cash balances?) 








sold against only $525 million maturing. Details of 
these and other issues are given in Appendix 
Table IV. 

The new issues sold in 1973 were of short- and 
medium-term maturity; bonds with extendible 
options were offered in two loans. The average 
term to maturity of outstanding unmatured 
marketable direct and guaranteed bonds shor- 
tened by two months over the year to five years, 
seven months. 

The 1973-74 series of Canada Savings Bonds 
offered investors an average yield of 7.54 per cent 
over a twelve-year term and again included an 
interest compounding option. Net sales during 
the fourth quarter of 1973 were $243 million and at 
the end of the year the outstanding amount of 
Canada Savings Bonds was $384 million lower 
than a year earlier. 

During the six-month period ending September 
30, 1973 holders of 7'/4 per cent April 1, 1974 
bonds had an option to exchange them into an 
equal par value of 71/2 per cent bonds due April 1, 
1984. In total, $70 million of the bonds were 
exchanged, leaving $55 million of the original 
issue to mature in April 1974. 

In June the Government repaid the loan of 250 
million Deutsche marks that was negotiated in 


1968. This repayment, effected through a reduc- 
tion in foreign exchange reserves, did not affect 
the Canadian dollar position of the federal Gov- 
ernment. 

In February 1973, the Government cancelled 
$20 million of 512 per cent August 1, 1980 bonds 
which it had previously acquired under provisions 
of the purchase fund for this issue, leaving $317 
million of the issue outstanding. 


Foreign Exchange Operations 


During the various periods of rapid change in 
world currency relationships in 1973 the 
exchange rate for the Canadian dollar moved 
closely with that for the U.S. dollar, with both 
currencies falling in value in terms of most major 
currencies overseas in the first half of the year and 
rising in the second half. Weighted according to 
Canada’s overseas trade, the Canadian dollar 
declined by over 12 per cent in terms of the 
Currencies of our principal overseas trading 
partners from the beginning of the year to mid- 
year and had risen by the same amount by early 
January 1974. 

The movement of the Canadian dollar in terms 
of the U.S. dollar in 1973 and the first two months 
of 1974 is shown in the chart on page 34. 





Government of Canada Financing, 1973 


~ Requirements 
~ Domestic transactions”) 


_ Financing 


Net par value changes in Canadian dollar 
debt outstanding — Treasury bills 

— Marketable bonds 

— Canada Savings Bonds 
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(1) Including an advance to the Exchange Fund Account to permit remittance of profits. 


1 
| (2) Excluding the $370 million proceeds of an increase in temporary swap transactions between the Bank of Canada and the Exchange Fund Account 
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During this period the Bank of Canada bought 
and sold U.S. dollars on behalf of the Exchange 
Fund Account to maintain orderly conditions in 
the market for the U.S. dollar in Canada. These 
operations account for the bulk of the monthly 
changes in the total of Canada’s official interna- 
tional reserves shown in the chart below. 
Significant changes in official reserves also re- 
sulted from the drawing down in June of U.S. $94 
million to repay maturing Government of Canada 
notes issued in 1968 and denominated in 
Deutsche marks, and from the revaluation in 
October by U.S. $185 million of Canada’s holad- 
ings of gold, SDRs and other gold-based assets. 
In 1973 official reserves declined by U.S. $467 
million excluding the October revaluation and by 
U.S. $282 million including it. 





Exchange Rate and Official Reserves 


Spot exchange rate (daily) 





U.S.$ in Canada Cdn.$ in U.S. funds 
78 1.02 
2 2 1.01 
1.00 1.00 
1.0] 99 
Changes in official reserves during the month 
Millions of U.S. dollars Millions of U.S. dollars 


400 — | 7 7 ; 400 





JAN. FEB. MAR. APR. MAY JUNE JULY AUG. SEPT. OCT. NOV. DEC. JAN. FEB. 
LOTS 1974 


(1)Includes use of U.S.$94 million to pay DM denominated notes at maturity 
(2)Includes an increase of U.S.$185 million resulting from the revaluation of gold and gold-based assets 
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APPENDIX 





APPENDIX TABLE | 


Chartered Bank Cash Reserves — 1973 





January 
February 
March 
April 
May 
June 
July 
August 
September 
October 
| November 


-December 


1-15 
16-31 
1-15 
16-28 
1-15 
16-31 
1-15 
16-30 
1-15 
16-31 
1-15 
16-30 
1-15 
16-31 
als 
16-31 
1-15 
16-30 
1-15 
16-31 
1-15 
16-30 
1-15 
16-31 


RSE ST I ASE AE, IE 





Millions of dollars Excess Number 
Requirements Average Cumulative cash of 
Total cash Average Required holdings excess reserve statutory 
requirements Bank of Bank of of Bank reserves ratio days 
Canada Canada of Canada for the 
notes deposits deposits period 
1,819 288 0.07 10 
papel ios ee 1,818 326 0.07 sa 
1,776 302 0.07 1a 
ae an baie 15779 278 0.08 9 
; 12032 330 0.07 Te 
ead ie be Gaga? Babies 0.08 11 
1,848 31M 0.08 10 
See We cc es aseco. ada 0.11 10 
1,867 435 0.10 11 
ane We Weare 1,863 388 0.09 sla 
1,906 369 0.08 11 
oot aes ae 1,908 355 0.08 10 
1,926 424 0.11 9 
eae te ved 1,910 eral) 0.07 12 
1,959 346 0.07 11 
S19 Ae Bee ‘leis 335 0.06 Ae 
1,968 Sf2 0.09 9 
gies Se pet 1,958 Sie 0.07 10 
1,954 cuit 0.07 10 
eds eee UES 1,966 518 0.10 12 
1,961 413 0.09 10 
me sR Bele 1,953 367 0.08 a 
2.003 386 0.09 10 
SIO aie UR duel gleams: 0.13 9 
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APPENDIX TABLE Il 


Bank of Canada Net Transactions in Government of Canada Securitie 


2 TCC 
Delivered basis, par value in millions of dollars 


Net purchases from (+) or net sales to (—) investment dealers and banks") 




















Treasury Bonds(?) Sub-total Securities 
bills 3 years 3-5 5-10 Over of bills under 
and under years years 10 years and bonds PRA 

EMU ahah ence he ae i ae ted) ~ = - adler: ae a8 
PEORIA his Owe eee si =p ay) + 24 - +24 - aro Aa + 64 
NRO Mpa ecko a MPA Gan 4 3 =a ee) ar (AOls, = = = a5 10,8, hen 
VOICI Ligaen «ore Weare + 41 se nie) - = ~ ap ol a 
CE Rete ek eee Say oe 44 : z ~ Sago eo 
we LU ORS ee andi Map eee ee A ane - le le - ~ - ne 
01 Vie AS roe ne =e + 36 a = ea) mee (ke: + 40 
PUIG Dee 2 ery ncate coe 20 eco - ~ ~ +743 — 40 
DEDIEMIOE iano oan 2 + 37 + 49 — 3 — 2 - + 80 - 
Olciclae eae pe a eee tpeco Oo = 20 = - ae ae) 
ENC WG LEG bias araauran tus - ae eee - = = pate =O 
BSCS MOC iene hanas = +100 = is ae tae ried 
HG) 0) eps Ae aren Arad ater Hoge’) apOne Saisie) —43 10 +504 ap 


(1) Advances by the Bank of Canada to the chartered banks were outstanding on 53 business days. Purchase and resale agreements with money market dealers were 
outstanding on 126 business days. Over the year as a whole, the average daily amount of advances outstanding was $5.2 million. The average daily amount of securities 
held by the Bank of Canada under PRA was $23.7 million. 


(2) Classified by years to maturity at time of transactions. 
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Net transactions with Government and other client accounts 























Purchases (+) Net purchases from (+) or net sales to (—) Net change in holdings 

of new issues Securities Other Government of Government 

less matured Investment Account and client accounts Canada securities 

holdings 

Bills Bonds Bills Bonds Bills Bonds Bills Bonds Total 

e /8 = = = =O gel +95 ae eye ae ee 
- Oo a = - ay Go =o + 40 + 66 +106 
e 38 = = = = 24 = 8 43 ed ahs 
es /6 ae |, = = =O = 13) apalron ae nit! +249 
fe oS = = = ye, al =e) Saale 00 
e /4 = = = eis) =U oe ke = 750 a elle 
e 68 eco = = ert Se ae Fe + 45 tO) 
+ 43 - = - — 49 - ae cae | = 
s Oo - = = OO ie aS ee aNyZe5) + 44 ecu 
Ts + 05 = = = le Se oo ofl ape aaa a 
7 OO ~ - - Oe - rae: Pei = 9 
+ 10 + 30 nS: yee += 10. “12 +21 +66 £+ 87 
+463 +127 - - -440 -90 +153 +418 +571 
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APPENDIX TABLE Ill 


Bank of Canada Assets and Liabilities — 1973 


January 
February 
March 
April 

May 

June 

July 
August 
September 
October 
November 
December 


Total 
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Monthly changes, millions of dollars 











Government Net Investment All other Note Canadian dollar deposit liabilities 
of Canada foreign in IDB assets circulation Chartered Government Other 
securities at currency (net) banks of Canada 

book value _— assets 

ie —146 nr ake! =4126 = SUL iS ho) a 
+104 — 49 ae) oe — 94 oho es mat ae 
ee ange! = els. “Fe + 44 ae ns, ar eere. ce + 9 
+247 20 mma te, — 42 pie + 47 + 4] —e 
— 87 +110 + 4 +68 | +119 -11 —- 5 =a 
peed te: Or apa le ae ot +140 ac Rows oo + 4 
+ 49 +147 un ke: + 48 +124 cE tere: + 84 a 
ae 4 = ae ar ys) =) ae, = 100 ao 
ae 28, —120 am asi +599 ay! are + 10 —aG 
ale +184) $200 420) || 0G: © as 2 
=p ake + 14 an aks, op Ae ae na + 44 =e 
+90 +309 +15 +30 | +428 +55 -50 +13 
+569 qr ace b3O S42 HAS +309 20 +e 


APPENDIX TABLE IV 


Government of Canada Direct and Guaranteed Marketable 
‘Securities*: New Issues and Retirements 








— — — SSO NESEe~S 


Excludes three-month and six-month treasury bills. 
Cancellation of 51/2% August 1, 1980 bonds held by the Purchase Fund. 
In addition to $325 million 61/2% June 1, 1979 already outstanding. 

In addition to $175 million 572% December 1, 1974 already outstanding. 
In addition to $225 million 612% April 1, 1977 already outstanding. 

In addition to $260 million 71/4% July 1, 1975 already outstanding. 
Exchangeable at option of holder from October 1, 1977 to March 31, 1978 into an equal par value of 7-year 2'/2-month 8% bonds dated October 1, 1978 and due 
December 15, 1985 giving a combined average yield of 7.87% for the full 12-year 2'/2-month period commencing October 1, 1973 
Exchangeable at option of holder from December 1, 1979 to May 31, 1980 into an equal par value of 7-year 8% bonds dated December 1, 1980 and due December 1, 
1987 giving a combined average yield of 7.68% for the full 14-year period commencing December 1, 1973 

Cancellation by purchase funds of the following Canadian National Railway bonds: $1.3 million of 5% May 15, 1977; $1.9 million of 5%4% January 1, 1985; $2.8 million of 
5% October 1, 1987 

Partial redemption at par of U.S.-pay 5% October 15, 198 
0) Maturity of 644% Deutsche mark note issued May 24, 196 


7 for Sinking Fund 
8 


Date in Issues offered Term to Yield to Millions of dollars par value 
1973 maturity maturity Amount Amount 
delivered retired 
Issues payable in Canadian dollars — direct 
Feb. 1 20") 
Zep. 1 612% June 1, 19790) 6 yrs. 4 mos. 6.45 260 260 
Feb. 9 Treasury bills 364 days 4.77 125 eo 
> a 512% Dec. 1, 1974°) 1 yr. 8 mos. 5.78 225 
612% Apr. 1, 1977 4 yrs. 6.68 _ 225 
450 475 
May 11 Treasury bills 364 days 5.98 125 125 
Jdly 1 74% July 1, 1975) 2 yrs. OS 175 350 
Set. 1 734% Oct. 1, 1978) VIS: {19 425 475 
‘Tov, 23 Treasury bills 364 days 6.52 HSU 150 
Dec. 1 7% Dec. 1, 1976 3 yrs. £00 W225 
72% Dec. 1, 1980") TANS: 50 475 
_ 600 B25 
Total bonds 1,910 2,105 
Total treasury bills* 400 _ 400 
Issues payable in Canadian dollars — guaranteed 
Dec. 31 6°) 
Issues payable in foreign currencies 
Apr. 15 1) 
June 1 94110) 
Met 15 ww) 


41 


Withdrawal of Guidelines on Capital Outflows 
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Department of Finance Press Release, dated January 30, 1974 


Finance Minister John N. Turner today announced the withdrawal of all guidelines 
relating to the export of capital from Canada. These guidelines were part of co-operative 
arrangements between Canada and the United States whereby Canada received an exemp- 
tion for new issues from the U.S. Interest Equalization Tax and an exemption from other U.S. 
controls on capital exports. The United States has now reduced the Interest Equalization Tax 
to zero and withdrawn its other controls. In view of the termination of the U.S. program, the 
withdrawal of our guidelines is now appropriate, the Minister said. 

The Canadian guidelines being withdrawn are the following: 

March 16, 1966 — The Minister of Finance requested all Canadian investors not 
to acquire securities, denominated in Canadian or U.S. dollars, issued by U.S. 
corporations or their non-Canadian subsidiaries and subject to the U.S. Interest 
Equalization Tax if purchased by U.S. residents. The Minister also announced 
that the Bank of Canada and the Department of Finance would continue to 
discourage the issue of securities in Canada by foreign borrowers. 
May 3, 1968 — The Minister asked the chartered banks to observe three 
guidelines designed primarily to avoid an increase in their net foreign currency 
asset position with residents of countries other than Canada and the United 
States from the level at the end of February 1968. 

July 24, 1968 — The Minister asked that a guideline similar in effect to that 
applied to the banks be accepted by all other financial institutions. 

The Minister of Industry, Trade and Commerce is also announcing today the withdrawal 
of the September 1968 guideline to Canadian non-financial corporations designed to ensure 
that their investments outside of Canada and the United States would be compatible with 
Canada’s unrestricted access to the United States capital market. 

The Minister expressed his appreciation to all Canadian investors for their co-operation 
in the guideline program. 

The Minister noted that he has not withdrawn his request to Canadian borrowers to 
explore fully the Canadian capital market before floating issues abroad. 


Department of Industry, Trade and Commerce Press Release, 
dated January 30, 1974 


The program for guidelines on overseas capital transfers by Canadian incorporated, 
non-financial companies is being lifted immediately, the Department of Industry, Trade and 
Commerce announced today. The guidelines were set out on September 19, 1968 by the 
Minister of Trade and Commerce. 

These guidelines consisted of a request by the Minister that companies not make 
investments in Western Europe involving transfers of capital funds from Canada or the 
United States unless the transfer resulted in large and early benefit to Canada. Companies 
were also asked to exercise restraint on such transfers to other developed countries. 

The program was introduced to ensure that, as a result of the exemption of Canada 
from the United States balance of payments measures affecting capital flows, Canada was 
not used as a “pass-through” by which the purpose of the United States program could be 
frustrated. 

The removal of these guidelines coincides with the announcement yesterday by the 
United States Government that the balance of payments regulations of that country relating 
to capital flows are being terminated immediately. 

The Department expressed thanks to Canadian corporations for their adherence to the 
guidelines and for their reporting of information necessary to the program. 

Withdrawals of related guidelines for banks and other financial institutions were an- 
nounced by the Honourable John Turner, Minister of Finance. 


BANK OF CANADA 


Statement of Income and Expense 





Year ended December 31, 1973 
(with comparative figures for 1972) 


INCOME 


Revenue from investments and other income................ 


EXPENSE 


ee a 
Contributions to pension and insurance funds ............... 
Memetctall OXPENSES®) . 0g... cece cen ene ecuueeeve. 
SSIES i 
mumaiiors’ fees and expenses ............ 000. ccc ec eeccueeee 
Sexes - municipal and business ...............0..cc0ccsues 
NN yy ack wv sho vk cadens v vin exwehoosn 
Data processing and computer costs ..................000. 
Maintenance of premises and equipment - net.............. 
MMPS OUDICATIONS! 425. 2... coc cence nec cucu nce cubens 
Seeeeorinting and stationery ...............60:vvrewvedue 
G6) 
MMMUNICATIONS 55. cdo. .e ee cece ce cece ceuvce, 


Other 


Depreciation of buildings and equipment ................... 
NET INCOME PAID TO RECEIVER GENERAL FOR CANADA .| 


(1) The number of staff averaged 1,242 in 1972 and 1,304 in 1973. 
(2) Includes overtime pay, medical services and cafeteria expenses. 


eae eRe RI a 8 ee Te ew ee ew Ok eee we Wil Wate wig cal ew ph Me ade) mm op ee 


1973 


1972 


(thousands of dollars) 


$404,069 


$ 11,442 
3,237 
1,022 

39 
141 
ht1S 
7,479 
913 
1,309 
365 
369 
323 
413 
935 
112 


a 


$ 29,950 


1,181 
372,938 


$404,069 


$330,981 


$ 10,301 
2,348 
908 
va 
124 
1,767 
8,195 
702 
1,674 
396 
333 
325 
340 
419 
103 
496 


$ 28,458 


1,450 
301,073 
$330,981 
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BANK OF CANADA 


as at December 31, 1973 
ASSETS 





Deposits in foreign currencies: 
Pounessctening andaulio aeGolars Snake ee Ge. cease 
DINERCOMSHCIOS ee re rr et cere re hie Gite 


Cheques drawn on other banks .......... TEE eet ae 
Advances to chartered and savings banks ................ 
Accrued interest on investments ................0-2 0 eae 


Bills bought in open market, not including 
UBOSUIV SONS FAL COSM nieces ue ee ie tes rnc eh Ge aii 


Investments — at amortized values: 

MEGS ONS 701 ne AIAG canes oi onde ee aties. A ater ss 
Other securities issued or guaranteed by 

Canada maturing within three years. .........2....06 
Other securities issued or guaranteed by 

Canada not maturing within three years ............5. 
Debentures issued by Industrial Development Bank ..... 
Securities issued by the United Kingdom 

andes nite states Oly NIClICd .2'. <4 6s es een et ieare es 
OTE SEC INOS) Aine fencer eaten Ske bey IOS 


Industrial Development Bank: 
Polaiesuiedesnare Capiial.dt COSt(NOlG) otra. ane cot mn 


Bank premises: 
Land, buildings and equipment 
Costiess accumulated depreciation owes <s.0c homed. 


Net balance of Government of Canada collections 
and payments in process of settlement ................. 


CTI AGOB ara is cle Gee eR AR Re eae nha: 
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1973 
(thousands of dollars) 


$ 32,066 


434 





32,500 





134,106 





104,062 





39,185 





1,081,053 
2,282,253 


2,612,498 
656, 784 


775,988 
2,633 





7,411,209 





64,000 





29,509 





178,521 





6,130 





$ 7,999,222 








Statement of Assets and Liabilities 


1972 


$ 53,672 
322 


53,994 
395,886 
1,900 














94,915 


932,110 
2,053,318 


2,421,515 
527,10 


414,000 
2,633 


6,350,677 


59,000 


23,106 


75,500 
1,346 
$ 7,056,324 


ees 
























































LIABILITIES 1973 1972 
(thousands of dollars) 
0 $ 5,000 5,000 
yi dao hoe cos <p cten. cg oh vce 25,000 25,000 
MM CUO: oie es sett ica we So 5551218 4,806 242 
Deposits: 
movernment of Canada............................... 6,356 26,658 
BAIS on ee eae eve eens con, 2,006,452 1,697,893 
I oc ig ee ooh oak eck 54,174 52,280 
2,066,982 1,776,831 
Liabilities in foreign currencies: 
Bevermiment of Canada.....:.........0....-......... 25,007 57.760 
rs a pics wha ecaisied fos bo dank ea nk, 165 226 
25AT2 57,986 
Bank of Canada cheques GUISTANGING iis ne Sue Oe es 322,140 382,408 
BONIS ee A ac Sees 2 057 
$ 7,999 222 $ 7,056,324 














NOTE: The audited financial statements of the Industrial Development Bank as at September 30, 1973 show an equity of $92,629,912 at which date the Bank of Canada’s 


Investment in the share capital was $62,000,000. 


Governor, G. K. BOUEY 


Chief Accountant, A. ROUSSEAU 


Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at 
December 31, 1973 and the statement of income and expense for the year then ended. Our 
examination included a general review of the accounting procedures and such tests of 
accounting records and other supporting evidence as we considered necessary in the 
circumstances. 


In our opinion these financial statements present fairly the financial position of the Bank as 
at December 31, 1973 and the results of its operations for the year then ended. 


GERALD PREFONTAINE, C.A. A. J. LITTLE, F.C.A. 
de la firme Séguin, Ménard, Patenaude, Préfontaine & Cie of the firm Clarkson, Gordon & Co. 


Ottawa, Canada, January 24, 1974 
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Board of Directors 


——————————— 


G. K. BOUEY 


R. W. LAWSON 


P. A. ARCHIBALD 
J. G. BURCHILL 
R. W. CAMPBELL 
W. R. JENKINS 
S. KANEE 

S. G. LAKE 

J. G. LANGS 


J. L. LEWTAS, Q.C. 


D. F. MATHESON 


J. TASCHEREAU 


A. WALTON 


S. S. REISMAN 


OTTAWA 

Governor 

Member of the Executive Committee 
OTTAWA 

Senior Deputy Governor 

Member of the Executive Committee 
ANTIGONISH, N.S. 

NELSON-MIRAMICHI, N.B. 

CALGARY, ALTA. 

CHARLOTTETOWN, P.E.I. 

WINNIPEG, MAN. 

RAMEA, NFLD. 


HAMILTON, ONT. 


TORONTO, ONT. 
Member of the Executive Committee 


YORKTON, SASK. 


QUEBEC, QUE. 
Member of the Executive Committee 


VANCOUVER, B.C. 


EX-OFFICIO 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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Officers 


G. E. FREEMAN, Adviser 
D. J. R. HumPHREYS, Adviser 
Lo 


_Munoy, Director of Administrative Operations 


R. F. HirRSCH, Auditor 
D. A. THompson, Deputy Auditor 
D. G. Warner, Assistant Auditor 


J. M. Anorews, Deputy Chief 
F. Faure, Deputy Chief 

H. JANSSEN, Assistant Chief 

|. D. CLunie, Assistant Chief 


Toronto Division 

J.T. Baxter, Chief 

T. Noét, Assistant Chief 

J. KiERSTEAD, Securities Officer 


_W. Crow, Deputy Chief 

_G. KEITH, Research Adviser 

_B. GLoricux, Assistant Chief 
_C. MacKenzie, Research Officer 
-G. Turcotte, Research Officer 





PARTRIDGE, Administrative Officer 


G. K. Bouey, Governor 
R. W. Lawson, Senior Deputy Governor 
B. J. DRABBLE, AQviser 
R, JOHNSTONE, Adviser 
G. HAMILTON, Secretary 
J. A. Bussiéres, Associate Adviser 


A. Rousseau, Chief Accountant 


Securities Department 


D. G. M. Bennett, Chief 
A. W. Noste, Deputy Chief 
V. O'REGAN, Securities Adviser 
J.M. McCormack, Assistant Chief 


Montreal Division 
J. CLEMENT, Chief 
T. G. BOLAND, Securities Adviser 
L. PELLAND, Securities Officer 
D. R. Cameron — Vancouver Representative 


Research Department 


J.N.R. WILSON, Chief 

*D. B. BAIN, Deputy Chief 
D. R. STEPHENSON, Assistant Chief 
DorotHy J. Powe Lt, Editorial Adviser 
S. L. Harris, Research Officer 
T. MAxweLL, Research Officer 
KATHRYN E. Dawson, Librarian 

*Seconded for planning of new Head Office 


Department of Banking and Financial Analysis 


+G. G. THiESSEN, Deputy Chief 

S. VACHON, Assistant Chief 
R.F.S. Jarrett, Research Officer 
R.L. Flett, Research Officer 

T. F. Brapby, Research Officer 
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W. A. McKay, Chief 
J. E. H. Conoer, Assistant Chief 
+J. F. Dincte, Research Officer 
G. W. Kina, Research Officer 
W. R. Wuite, Research Officer 


International Department 


ALAIN JUBINVILLE, Chief 


EoitH M. WHyte, Deputy Chief J. S. RosBerts, Assistant Chief 
A. C. Lams, Assistant Chief A. F. PiPHER, Foreign Exchange Adviser - Toronto 
D. W. Avo-Pn, Foreign Exchange Officer 1D. E. Smee, Research Officer 


K. A. Wust, Foreign Exchange Officer - Montreal 


Department of Personnel Administration 


H. A. D. Scott, Chief 
P. D. SmitH, Associate Chief 
G. A. LAFRAMBOISE, Chief, 


_ Manpower Planning & Development Division P. E. CLoutier, Chief, Compensation Services Division 
3. H. Ossorne, Chief, Employment & Liaison Services Division A. JOHNSTON, Chief, Payroll Administration Division 


Department of Administrative Operations 
A. J. BAWDEN, Chief 





A. J. Norton, Deputy Chief S. V. SUGGETT, Special Assistant 

E. B. Hooae, Superintendent of Premises 

Surrency Division: Public Debt Division: 

4. F. Buter, Chief R. F. ARCHAMBAULT, Chief 

..G. Rowe, Deputy Chief R. F. PRITCHARD, Deputy Chief 
H. GAGE, Accountant M. Morin, Assistant Chief 


Secretary’s Department 


J, 
| 
| 
| G. HAMILTON, Secretary 


’. RENAUD, Assistant Secretary G. B. May, Adviser, Management Systems and Planning 
.G.L. FREETH, Chief, Computer Services Division A. P. ADAMEK, Information Systems Adviser 
3. S. CaRROLL, Curator, Numismatic Collection J. STEINHAUER, Chief, Translation Services 
d. WILSON, Records Manager L. TessieR, Graphics Manager 


G. S. Watts, Archivist 


Halifax, E. L. JOHNSON, Agent 
Saint John N.B., G. H. Smith, Agent 
Montreal, J. E. R. RocCHEForT, Agent 

R. Marcotte, Assistant Agent 

Ottawa, T. D. MacKay, Agent 

Toronto, D. D. NorwicH, Agent 

Winnipeg, R. E. ROBERTSON, Agent 
Regina, J. C. FRASER, Agent 
Calgary, H. PRowse, Agent 

Vancouver, J. F. SmitH, Agent 


| Agencies 


‘On leave of absence 


t 
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Like most of its trading partners, Canada has moved 
into a period of cyclical weakness in economic activi- 
ty. Throughout the industrial countries the trend of 
output has slowed or turned downward and un- 
employment has been rising. Although the present 
economic environment is conducive to a moderation 
of the recent rapid pace of inflation, its effects on the 
trend of prices are only beginning to be felt and are 
being impeded by continuing rapid increases in costs. 
Meanwhile the world economy is struggling to deal 
with the balance of payments deficits and other dif- 
ficulties arising from the quadrupling of oil prices a 
year ago. The world economy is thus currently con- 
fronted with an unusually difficult combination of 
problems. There is, however, a reasonable prospect 
that the low point in world economic activity will be 
reached before long and that some recovery in a less 
inflationary environment may be evident by the end of 
the year. 

The Canadian economy has experienced a marked 
slackening of the growth of aggregate spending and of 
output since the first quarter of 1974. At that time Gross 
National Expenditure in money terms was stil! rising at 
a rate of about 20 per cent a year, but in the middle 
quarters of 1974 the rate of increase fell back to 15 per 
cent a year, and in the final quarter it fell further. 
Demand has weakened both in foreign markets for 
Many of our exports and in major elements of domestic 


expenditure such as outlays for new housing, auto- 
mobiles and consumer durables. By contrast, demand 
for imported goods and services has remained rela- 
tively strong. 

Up to the present the rapid pace of increase in the 
price level in Canada has continued largely unabated, 
although the forces propelling it have changed substan- 
tially. Prices in Canada are no longer subject to the 
influence of sharply rising international commodity 
prices nor, apart from a few exceptions, to the upward 
pull of excessive foreign and domestic demand on 
industries already producing to the limits of their 
capacity. Instead, prices are now being pushed up by 
cost increases in markets where sales are clearly lag- 
ging well behind our growing productive capacity. The 
prices of internationally-traded industrial materials 
have been softening since mid-1974. Signs have also 
begun to appear that this softening of prices may be 
spreading into the area of agricultural commodities. 
On the other hand, the prices of manufactured and 
processed goods are in general continuing to rise 
strongly. Since primary commodities bulk large in 
Canada’s exports and manufactured goods in its im- 
ports, the current trends in international prices are 
reversing the benefits that we have gained over the past 
two years from the more rapid increase in the prices of 
our exports than of our imports. 

With the flow of spending rising much less strongly 
than a year ago but with little perceptible slackening as 
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yet in the rate of increase of prices, the volume of sales 
and output in the Canadian economy has levelled off, 
and in the closing months of 1974 contracted in 
absolute terms. In response to this downturn in produc- 
tion the growth of employment has also begun to 
slacken off, and the number of people reported as 
without jobs and seeking work has turned sharply 
upwards. The emerging weakness of demand has af- 
fected some industries and regions more than others; in 
the Prairie Provinces the flow of income has remained 
exceptionally strong. During the year Canada’s interna- 
tional balance of payments on current account swung 
heavily into deficit, and by the fourth quarter the deficit 
had risen to an annual rate of around $4 billion. 

In most industrial countries the slowdown in 
economic activity began several months earlier than in 
Canada and has gone considerably further. For the 
whole group of OECD countries output in 1974 was 
little if any above that in 1973, and in Canada’s three 
most important trading partners — the United States, 
Japan and Britain — it fell substantially below that of the 
previous year. In the United States the level of output 
by the fourth quarter of 1974 was down by about five 
per cent from that of the same quarter a year earlier, 
while output in Canada, though not as high as in the 
spring and summer, was nevertheless running at about 
the same level as in the final quarter of 1973. By 
January of this year the unemployment rate in the 
United States had risen to 8.2 per cent of the labour 
force; in Canada it had risen to 6.7 per cent. In both 
countries consumer prices have continued to rise 
rapidly at closely similar rates, but in recent months 
wage and salary increases in Canada have been run- 
ning substantially higher on average than in the United 
States. 

The course of events in the rest of the industrial world 
has varied from one country to another in respect of the 
timing and intensity of the slowdown in output, the 
pace of the continuing inflation of costs and prices, and 
the degree of weakness in balance of payments posi- 
tions. In spite of such differences there has been a 
broad similarity of pattern reflecting the operation of 
common forces. 

The origin of these common forces was the recent 
world-wide inflationary boom, a boom generated by 
the highly expansionary monetary and fiscal policies 
followed in virtually all of the major industrial coun- 
tries in an effort to restore high levels of output and 
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employment following the economic slowdown in 
1970. This was a period of acute international mone- 
tary instability, and in retrospect it appears that policies 
in many countries were unduly influenced by fear of 
the domestic consequences of relatively strong ex- 
change rates. In time these policies resulted in a rapid 
increase in public and private spending which was 
mutually reinforced through international trade. Pro- 
duction surged ahead in most countries at roughly the 
same time, and by 1973 had reached levels which 
tended to outrun world supplies of primary com- 
modities. At the same time it created all sorts of other 
shortages and extremely tight labour markets. In these 
circumstances price increases grew larger, more fre- 
quent and more general. The inflationary process was 
substantially reinforced by shortfalls in supplies of food 
grains and animal feeds, and later by a four-fold rise in 
the world price of oil. 

The world economy has now reacted to these 
cumulative excesses and it is, in a sense, in a state of 
hangover. It is trying, painfully, to work off the 
economic distortions that have occurred and to find its 
way back to economic stability. 

During 1973 the highly expansionary financial 
policies that had led to the overloading of their 
economies were trimmed back in many countries. Had 
they not been adjusted these policies would have 
intensified the spreading distortions and imbalances, 
and invited even more serious economic trouble than 
the world is now experiencing. Moreover, when late in 
1973 a number of countries heavily dependent on 
imported oil suddenly faced the prospect of massive 
balance of payments deficits, they had little choice but 
to take prompt action to moderate the excessively 
rapid growth of domestic demand. 

In seeking to reduce the degree of demand pressure 
on their economies, none of the industrial countries 
was aiming at the drastic measures required to bring 
inflation to a halt in a relatively short period of time. 
The aim of most countries was rather to restore an 
adequate margin of spare productive capacity in an 
attempt to achieve over time a restoration of economic 
growth with reasonable stability of prices. The problem 
was greatly exacerbated by the oil situation but 
nevertheless, subsequent events provide an illustratior 
of how difficult it can be for countries to find anc 
follow a relatively smooth path back to economic 
stability once the forces of inflation have been permit 
ted to gain so much momentum. 


From early 1973 to the late summer of 1974 the 
monetary policy followed in Canada was directed at 
offering increasingly strong resistance to the exces- 
sively rapid growth of aggregate spending that was 
then occurring. Although the total quantity of goods 
and services that the Canadian economy is physically 
capable of producing cannot be expected to increase 
by much more than about five per cent annually, the 
rate of increase of national expenditure in money terms 
reached a peak of about 20 per cent a year as recently 
as late 1973 and early 1974. The longer such a high 
rate of growth of aggregate spending continued, the 
longer a high rate of inflation of the general price level 
would have been inevitable. 

Throughout this period the Bank of Canada was trying 
to reduce the degree to which the insistent demand for 
credit was being accommodated through the process of 
monetary expansion rather than allowed to generate its 
own feedback effects in the form of progressively 
higher interest rates. The persistent rise in interest rates 
was very strongly reinforced by the influence of rapidly 
rising Interest rates in the United States and Europe. As 
interest rates rose, the rapid rate of growth of the 
public’s money holdings in the form of currency and 
demand deposits (the forms of money which serve as 
the principal medium for making payments in Canada) 
Slackened both in absolute terms and in relation to the 
growth of national income. 

During this same period the growth of the more 
broadly-defined money supply continued at high rates 
because there was a rapid and indeed accelerating 
expansion of the public’s deposit holdings in interest- 
bearing forms, especially shorter term deposits. In 
recent years the banks have increasingly responded to 
periods of strong loan demand and cash reserve 
stringency by seeking to attract sizeable blocks of funds 
into term deposits offering both a highly competitive 
interest return and a significant degree of liquidity. 
During the recent period of generally rising interest 
rates the banks obtained large amounts of funds on this 
basis, both in the wholesale money market and from 
individual savers, which they used to continue to 
expand the flow of bank credit at a relatively rapid 
pace. This did not mean that monetary policy was 
ineffective in discouraging excessive spending based 
on credit but it did mean that the cutting edge of 
monetary policy was to a greater extent than in the past 
the rising cost of credit rather than non-price restric- 


tions on its availability through particular institutional 
channels. 

As the year progressed the Bank of Canada began to 
be concerned about too sharp a reversal of the recent 
strength of domestic demand. Prospects for an early 
revival of the pace of world economic activity were 
fading. At the same time signs were beginning to 
appear, in one area of the Canadian economy after 
another, that sellers’ markets were turning into buyers’ 
markets, as had already happened some months earlier 
in the United States and many overseas countries. The 
changing economic situation and outlook were also 
reflected in the move to a more expansionary fiscal 
policy in Canada. 

From late summer onwards the operations of the Bank 
of Canada were aimed at facilitating an early down- 
ward adjustment of short-term interest rates. At about 
the same time a downturn in U.S. and international 
interest rates got under way, providing a favourable 
environment for the achievement of this objective. The 
full response of Canadian rates was delayed for a time, 
first by the impact of the Canada Savings Bond 
campaign and then by seasonal tightness in the money 
market around year-end. In January a sharp further 
downward adjustment occurred very quickly and the 
Bank’s operations were then directed towards moder- 
ating the extent of the decline in money market rates. 
A new and substantially lower interest rate structure 
has now become general in this country. 

Current interest rate levels in Canada are far below 
their peaks of last summer. The decline in short-term 
interest rates has been particularly great. Nearly all of 
the more sensitive short-term rates have declined by at 
least three percentage points and declines of five 
percentage points or so have occurred in some sections 
of the market. The declines in longer term bond yields 
and mortgage rates, although smaller, have been sig- 
nificant. Other institutional lending rates have fallen 
substantially. Money is, moreover, readily available at 
these lower interest rates. The Canadian capital market 
has become very active, providing large amounts of 
credit to numerous borrowers, many of whom are 
seeking funds in size. 

Although the current level of interest rates in Canada 
may not look low by historical standards, it is very low 
relative to the rate of inflation. Unless the current rate 
of inflation declines more quickly than seems likely, 
investors in short-term fixed-interest instruments at 
present rates of interest will receive a negative real rate 
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of return on their investments; the interest that they 
receive will be less than the decline in the purchasing 
power of their money. By the same token the real cost 
of money to borrowers is well below the expressed or 
nominal interest rates they pay; on certain types of 
short-term borrowings the real cost seems likely to be 
negative, too, at current rates. In this fundamental 
sense interest rates in Canada are now unusually low. 

The substantially easier credit conditions that have 
emerged in Canada are providing a favourable mone- 
tary climate for the recovery of the economy from the 
current slowdown. Even with a favourable monetary 
environment, however, the restoration of desirable 
levels of economic activity in Canada is unlikely to be 
quickly or easily achieved. A good deal will depend on 
what happens abroad, for Canada cannot be expected 
to regain its economic health and vigour without an 
upturn in economic activity in the United States and in 
other important markets for Canadian exports. But 
much will also depend on what happens in Canada in 
other fields. The inflationary excesses of the past two 
years have severely strained the satisfactory function- 
ing of the economy in various ways. 

At present the most evident of these strains is the very 
rapid increase in costs that is taking place in Canada. 
While an element of cost-push is typical of periods of 
economic slowdown, the rates at which the money 
incomes of various groups in Canadian society are now 
increasing are extraordinary. There is, in fact, an open 
race going on among these groups for larger increases 
in money incomes. Since the race is occurring in a 
period in which no increase in average real income per 
capita is being achieved in the economy, none of the 
participants can gain except at the expense of others. 
The activity is self-reinforcing because even the less 
aggressive groups in society feel compelled to assert 
themselves for fear of falling far behind. This in turn 
tends to make the competition self-defeating in that as 
others run faster it becomes harder and harder for any 
group to gain and hold a lead. Meanwhile the exercise 
is both socially divisive and economically counter- 
productive. The attempt by industries to pass large cost 
increases along to consumers runs the risk, in present 
circumstances, of a reduced volume of sales and lower 
production and employment. Industries facing foreign 
competition in Canada or abroad are particularly vul- 
nerable because of the danger that the rapid increase in 
their costs of production will put them at a competitive 
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disadvantage vis-a-vis foreign suppliers. The escalation 
of costs is also severely hindering rational investment 
planning on which the longer term prosperity of the 
economy depends. Nothing would do more to improve 
the prospects for the Canadian economy than a rapid 
slackening in the tempo of this race for higher money 
incomes. 

Earlier reference has been made to the impact of 
recent events on Canada’s balance of international 
payments. We appear now to have moved, at least 
temporarily, into a period of very large international 
deficits on current account, much larger as a percent- 
age of Gross National Expenditure than we have ex- 
perienced since 1960. To some extent this can be 
regarded as a cyclical phenomenon, reflecting the fact 
that so far in this world-wide business cycle demand in 
Canada has weakened less than in the main countries 
with which we trade. A related factor, and one that has 
become important since mid-1974, is that the prices of 
our imports are running ahead of the world market 
prices of our exports. To some extent our weakening; 
trade balance is also an indirect consequence of de- 
velopments in the world trade in oil. Although Canada 
is not heavily dependent on net imports of oil, most of 
our trading partners are, and some of the strains that 
they have felt in particular markets as well as in their 
general economic positions have spilled over on to us. 
Some of the current weakness in our international trade 
in automobiles and parts is presumably of this charac- 
ter. The movement to a greatly enlarged current 
account deficit underlines the concern that we should 
feel about the present strong upward trend of costs in 
Canada. It also means that we must preserve in Canada 
a financial environment attractive enough to provide 
the flow to Canada of the large amounts of foreign 
capital that we shall need to finance our deficit.* 

There are some encouraging aspects of the world 
scene that should not be overlooked. For one thing, the 
international economic environment is increasingly 
favourable to some moderation of the pace of inflation. 
For another, policy adjustments in a number of coun- 
tries give reasonable grounds for hope that a more 
satisfactory rate of growth in the world economy will 
have emerged by the end of 1975 or early 1976. 


* A Press Statement on February 27, 1975, by the Minister of Finance withdraw- 
ing the last remaining guideline on borrowing abroad by Canadians is reproduced 
as an Appendix to the Report. 
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It is also encouraging that the greatly enlarged bal- 
ance of payments deficits of various countries heavily 
dependent on imported oil have not led to the widely- 
feared disruption of the international trade and pay- 
ments system. International and intergovernmental 
arrangements are in the process of being expanded 
both to supplement private market channels for the 
recycling of petrodollars and to provide fall-back 
assistance for countries encountering particularly 
severe payments difficulties. Canada has played an 
active role in support of these initiatives both in the 
Interim Committee of Ministers of the IME and in 
meetings of the Group of Ten and the OEcp. These 
arrangements will be helpful in providing countries 
with more time in which to make the necessary ad- 
justments to their changed economic situation. The 


_ underlying problem, however, is stil! very real and will 
not quickly be resolved. Even if ways continue to be 
_ found to cope with the serious international financing 
aspects of the problem, the need to adjust consump- 
_ tion, production and trade patterns to the present much 


higher relative price of oil will, at least for a considera- 

ble period of transition, make it very difficult to achieve 

the kind of growth in real output and real incomes that 

has come to be taken for granted in the postwar period. 
* * * * 


As has been emphasized in the foregoing discussion, 


/many of the current problems of the world economy 


are related in one way or another to the high rates of 


_ inflation that we have been experiencing for some time 
~now. They provide striking evidence of the fact that 


_ inflation does not offer an easy route to sustained good 
economic performance. The origins of the current 
inflation lie to a considerable extent in the over- 


reaction of fiscal and monetary policy in many coun- 


tries to the economic difficulties of the early 1970s. 
The problem of inflation is much more serious now 


than it was then, and it is therefore of the greatest 


Importance that, in striving to restore satisfactory levels 


of economic activity, national authorities should not, 
in the end, over-react on this occasion as well. If they 
do, the prospects for reversing the drift towards an 
increasingly inflationary society throughout the world 
will be poor indeed. 

Although Canada’s present economic circumstances 
are unpleasant and difficult, the longer term prospects 
for the Canadian economy are excellent if Canadians 
can manage to prevent cost and price inflation from 
undermining the economy’s ability to function effi- 


ciently at home and to compete Strongly in interna- 
tional trade. In its conduct of monetary policy the Bank 
of Canada has been promoting domestic credit condi- 
tions conducive to the resumption of economic growth 
in Canada. At the same time the Bank is bearing very 
much in mind that a moderation of inflation is essential 
to Canada’s longer term interests. 





Economic Developments 
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Against the background of unfavourable economic 
conditions in the outside world, output and employ- 
ment were relatively well sustained in Canada in 1974. 
The reduced availability of international oil supplies in 
the early part of the year had little direct impact on 
economic activity in this country. Domestic spending 
remained relatively strong until well into the year, with 
business investment in expanded production facilities 
in particular continuing to provide strong support to 
the economy. However, as the year progressed the 
developing cyclical downturn abroad came increas- 
ingly to bear on demand and prices for Canada’s major 
exports. In addition, some sectors of domestic demand 
which had been extremely buoyant began to soften; 
this was especially true of spending on housing, auto- 
mobiles and other durable goods. With domestic 
demand still relatively strong, however, imports con- 
tinued to rise rapidly, and in the second half of the year 
Canada was faced with an adverse movement in its 
terms of trade and a marked deterioration in the current 
account of the balance of payments. Towards year-end 
output declined, the growth of employment tapered 
off, and unemployment began to rise. At the same time, 
domestic prices continued to rise at a rapid rate and 
efforts by wage and salary earners to maintain and, in 
some instances, to improve their relative positions 
resulted in strong upward pressure on the structure of 
domestic costs. 

Preliminary official estimates of the National 
Accounts for the fourth quarter of 1974, together with 
any revisions to earlier quarters, are not yet available as 
this Report is being written. However, the information 
at hand suggests that total spending in money terms in 
Canada averaged some 17 per cent higher in 1974 than 
in the previous year. Most of the increase in spending 
reflected a rise in the over-all price level of about 
13 per cent. The growth in real output of goods and 
services, approximately 34/2 per cent on a year-to-year 
basis, was appreciably less than recorded in each of 
the three preceding years and was confined to the early 
part of 1974. Following sharp gains in the closing 
months of 1973, total real output continued to expand 


at a very high rate in the early months of 1974, but it 
then remained approximately flat at a peak level until 
the last quarter when it declined appreciably. 

The spurt in production in late 1973 and early 1974 
added to the pressures on capacity that had already 
been experienced during 1973, thereby limiting further 
increases in output in the short-run. Strains also con- 
tinued to be evident in the job market throughout much 
of 1974. In addition, production was adversely affected 
by the heavy incidence of work stoppages, particularly 
in the spring and early summer. With the weakening of 
demand that began to appear in some sectors of the 
economy in the spring, pressures on capacity gradually 
eased and shortages of men and materials became 
much less prevalent. 

One of the remarkable features of 1974 was the 
unusual degree of divergence that developed between 
the Canadian and U.S. economies. As is illustrated in 
the chart on page 13, total demand in both nominal 
and real terms underwent a much earlier and more 
pronounced easing in the United States than occurred 
here. U.S. Gross National Product at current prices was 
approximately 8 per cent higher in 1974 than in the 
previous year, an increase that was only about half as 
large as that estimated for Canada. With U.S. prices 
rising at fairly similar rates to those here, most of the 
difference in the climate of demand was reflected in 
the performance of real output. GNP in volume terms 
peaked in the last quarter of 1973 in the United States 
and declined throughout 1974; for the year as a whole 
it averaged more than 2 per cent below its level for 
1973 and in the last quarter of 1974 it was running 
5 per cent lower than a year earlier. This compared with 
an estimated increase of about 342 per cent on a 
year-to-year basis in Canada and apparently little net 
change from year-end to year-end. In both countries 
employment was remarkably well sustained relative to 
output through most of 1974, but unemployment 
began to rise dramatically in the United States towards 
year-end and in January 1975 the seasonally adjusted 
unemployment rate in that country was 8.2 per cent 
compared with 6.7 per cent in Canada. 
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Major Economic Indicators 
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Despite the similarities in price performance in 
Canada and the United States in 1974, some significant 
signs of divergence on this front were also beginning to 
appear by year-end. Some underlying U.S. price and 
cost indicators have recently appeared to be much 
more favourable to a near-term moderation of inflation 
than is the case for Canada. Although unit labour costs 
have risen very rapidly in the United States, partly 
because of an even more adverse productivity per- 
formance than we have experienced in Canada, wage 
and salary levels have been rising at a much more 
modest rate there than here. Increases in weekly wages 
have not registered any very pronounced acceleration 
in the United States and, from at least mid-year, wage 
settlements in that country appeared to be running at 
about half the scale of increases being established in 
Canada. 


Domestic and External Demand 

According to the national accounts estimates for the 
first three quarters of 1974, domestic spending in 
nominal terms increased at the very high annual rate of 
close to 20 per cent, approximately the same pace as in 
the second half of 1973. Domestic price inflation was 
accelerating strongly however, and the rise in demand 
in volume terms slowed markedly from the extremely 
strong pace registered during 1973. In the final months 
of the year the growth in nominal spending appears to 
have undergone a pronounced moderation, and in real 
terms domestic demand evidently declined. 

Most of the slowing in real domestic demand was 
concentrated in personal demand for durable goods 
and in housing, areas where particularly strong in- 
creases had been registered prior to 1974. In contrast 
to the experience in the United States, new car sales, 
which account for a major share of durable purchases, 
remained strong in Canada through last winter and 
even rose further during the summer. Since then, 
however, and roughly coincident with the changeover 
last autumn to the current model year, sales have 
weakened considerably, although not nearly to the 
extent recorded in the United States. Housing starts 
peaked at extraordinarily high levels in early 1974 and 
declined through the balance of the year. For 1974 as a 
whole starts totalled approximately 220 thousand, but 
in the final months of the year they were running at an 
annual rate of some 170 thousand units. The falling off 
of housing construction appears to have been due to a 
number of factors including rising costs of land and of 
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housing construction, increased uncertainty about the 
adequacy of returns on new rental units, and higher 
interest rates on mortgages. There was also some 
reduction in the availability of financing, particularly 
for more expensive homes, although this situation had 
eased somewhat by year-end. 

In other sectors of domestic demand indications are 
that the volume of purchases remained buoyant 
throughout 1974. 

Notwithstanding the escalating costs of capital 
equipment and construction, business fixed investment 
in real terms registered its second successive year of 
strong gains and resulted in a further sizeable addition 
to the capital stock. Especially large investments were 
made in such industries as steel, chemicals, and pulp 
and paper where capacity constraints had been par- 
ticularly pronounced. According to the survey informa- 
tion on investment intentions released in February 
1975, as of the beginning of the year businesses 
planned to spend (in current dollars) some 18 per cent 
more on fixed investment this year than in 1974. 
Although this rise in spending would be significantly 
below the 24 per cent increase reported for 1974, it 
would nevertheless seem to promise a further sizeable 
gain in volume terms as well as in value. 

Businesses also accumulated inventories at a rapid 
pace in 1974, though the forces behind inventory 
investment appear to have shifted considerably in the 
course of the year. In view of the shortages prevailing 
during the initial months, it is clear that the stockpiling 
that took place at that time was generally fully planned. 
Indeed, inventory investment over-all may have fallen 
short of intentions. With the flattening out of real final 
demand in the latter part of the year, however, the 
accumulation appears to have included a large unin- 
tended component. This was clearly the case in the 
automotive sector. 

Outlays on goods and services by all levels of govern- 
ment rose strongly in 1974. Spending on goods and 
services by the federal Government rose at a particu- 
larly sharp pace. Transfer and subsidy payments by 
governments to other sectors of the economy also 
advanced at a much faster rate than in 1973, in part 
because of measures taken to mitigate the impact on 
consumer budgets of the rise in the cost of oil and 
certain other basic items, and partly on account of 
steps taken to offset the effect of higher living costs on 
the purchasing power of transfer recipients. 

In 1974, the value of exports continued to rise very 
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sharply during the first part of the year; oil prices 
increased sharply, but there was also a continued 
climb in the prices of farm products and a number of 
key industrial material exports. The volume of exports, 
which had levelled off after the first quarter of 1973, 
stayed flat during 1974. For the recent period this 
sluggishness in merchandise export volumes has re- 
flected a combination of factors. Supply constraints 
continued to be operative in some areas, and the 
progressive weakening of economic conditions abroad 
resulted in a corresponding easing of real demand for 
Canadian exports. In the face of the severe downturn in 
residential construction in the United States, lumber 
exports registered a particularly pronounced weak- 
ening during the year in both value and volume, but 
declines in the volume of exports were also evident 
across a broad range of primary commodities. This 
weakening of real demand during 1974 was reflected 
increasingly in export prices as the year progressed. 


Production and Imports 

Total output in the Canadian economy, as measured 
by Real Domestic Product, reached a peak in March 
after having expanded at an annual rate exceeding 
10 per cent in the previous half year. In the final 
months of 1973 much of the increase in production 
evidently constituted a rebound from earlier strike- 
depressed levels, but the further strong rise through the 
first months of 1974 pushed production in many areas 
still further into the zone of peak operating rates. The 
rate of capacity utilization in the non-farm goods 
producing sector in the first quarter of 1974 was 
virtually the same as during the peak period of tight- 
ness in late 1965 and early 1966. For manufacturing 
the estimated operating rates were higher than in any 
other quarter over the period covered by the series, 
which dates back to 1961 * 

In the aggregate, output remained virtually at the 
March peak until well into the autumn of 1974. 
Initially, in an environment of widespread shortages 
compounded by the impact on production of major 
work stoppages, it appears that supply constraints were 
a determining factor in the flatness of output. However, 
as the year progressed signs of a softening in real 
demand increasingly appeared, particularly in goods 


*For a description of this measure, see the Bank of Canada Review, 
September 1974. 
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producing industries, and in the final months of the 
year production was down from earlier peaks by an 
appreciable amount in all major sectors. 

The weakness in production that developed during 
1974, together with continued strong additions to the 
capital stock, resulted in a progressive easing of capac- 
ity pressures in the latter part of the year. In some areas, 
however, particularly the capital goods industries, 
operating rates were still relatively high at year-end, 
although shortages had largely ceased to be a problem. 

The relatively well sustained level of domestic de- 
mand in Canada, particularly in comparison with other 
countries, contributed to a strong rise in imports in 
1974. Indeed, imports again apparently ran well ahead 
of domestic demand in terms of both value and vol- 
ume. Imports of investment goods rose particularly 
sharply, but the strength was broadly based. The rise in 
import prices tended to slow somewhat in the second 
half of 1974, but this was attributable largely to the 
absence of any further rise in oil prices on the scale 
registered earlier in the year. In a number of other 
areas, particularly finished goods imports, price in- 
creases were very large throughout 1974. In the second 
half of the year import prices rose faster than export 
prices for the first time in two years. For the year.as a 
whole the current account deficit increased sharply 
from $400 million in 1973 to close to $2 billion for 
1974 and in the last quarter it was running at an 
estimated annual rate of about $4 billion. 


Labour Markets 

The net increase of 41/4 per cent in employment 
registered for 1974 was somewhat less than for the 
previous year but was still well above average. It was 
also appreciably larger than the year-to-year gain in 
total output. In contrast to the flattening out and 
decline in production, employment continued to ex- 
pand, though at a decelerating rate. In the final quarter 
of the year it averaged more than two per cent higher 
than nine months earlier whereas real output declined 
over the same period. A slowing of output growth 
relative to employment is not an unusual cyclical 
development, but the recent drop in production per 
worker has been extraordinarily large. More in accord- 
ance with the recent path of output, employment 
remained flat on a seasonally adjusted basis in 
December and declined in January. 

Labour force growth was also very high on a year-to- 
year basis, averaging approximately 4 per cent for 1974. 
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As in the case of employment, and probably at least in 
part in response to the slower expansion of job oppor- 
tunities, the increase in the number of labour force 
participants tended to slacken in the latter part of 1974. 
The slackening was not very pronounced, however, 
and the over-all seasonally adjusted unemployment 
rate fluctuated around 54/2 per cent until near year-end. 
It then increased to 6 per cent in December and 67/4 per 
cent in January 1975, due in considerable part to 
lay-offs in the automobile industry. 

Clear evidence of labour market pressures was pro- 
vided by the very strong increases in help-wanted 
advertising and reported job vacancies that continued 
into the autumn of 1974, but in more recent months 
some easing has been evident in these indicators of 
labour market conditions as well as in measured rates 
of unemployment. In the fourth quarter both the series 
on job vacancies and the index of help-wanted adver- 
tising underwent declines. In the case of the job 
vacancy series, which extends back only to the third 
quarter of 1970 and is not seasonally adjusted, the 
year-to-year decline for the fourth quarter was the first 
on record. For the seasonally adjusted help-wanted 
index it was the first quarterly decline since 1970, but 
the index was still at a very high level by historical 
standards. 

The only region to show a faster rise in employment in 
1974 than in 1973 was the Prairies where the increase 
of 43/4 per cent was the largest on record and reflected 
the sustained buoyancy of economic conditions in that 
region through the year. British Columbia and Ontario 
also had strong employment gains - 61/4 per cent and 
41/2 per cent respectively, or nearly as large as the 
increases in 1973 - but the growth of employment 
slowed markedly in the final months of the year and 
into 1975. In Ontario this latter development was 
particularly pronounced in the automotive sector, 
while in British Columbia it was largely related to 
softening economic conditions in the resource indus- 
tries. Quebec and the Atlantic region experienced 
employment increases that were almost 23/4 percentage 
points less than the very high rates of the preceding 
year. Labour force growth slowed markedly in Quebec 
and the Atlantic region while accelerating in the other 
regions. The unemployment experience was varied. 
For the Prairies the unemployment rate fell over 
one percentage point to 2.8 per cent and for British 
Columbia the rate dropped to 6 per cent from 64/2 per 
cent in 1973. While unemployment continued to de- 
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cline on balance in the Prairies in the second half of the 
year, in British Columbia it rose after mid-year and 
averaged nearly 7 per cent in the fourth quarter. In 
Ontario and Quebec average unemployment rates 
were virtually unchanged from a year earlier, but were 
rising in the final months of the year as employment 
growth slowed; in January 1975, the Ontario rate 
jumped to 6 per cent seasonally adjusted. Even though 
labour force growth for the Atlantic region slowed in 
1974, it was still substantially above the rise in 
employment and the average unemployment rate rose 
to nearly 9/4 per cent. 


Incomes, Costs and Prices 

For both corporate profits and net accrued farm 
income the rise during 1974 was much slower than 
during the previous year. The sharp deceleration in the 
rise in farm income, which had more than doubled 
during the previous year, reflected the smaller grain 
crop, a levelling out of average prices received by 
Canadian farmers, and continued strong increases in 
the costs of inputs. Data on corporate earnings are 
particularly difficult to interpret in periods of rapid 
inflation, not only because of the accounting problems 
involved in dealing with inventory profits but also 
because of the possible inadequacy of capital con- 
sumption allowances in relation to the rising cost of 
replacing capital assets. However, according to the 
national accounts measure of corporate profits before 
tax but excluding inventory profits, it would appear 
that the rise over the four quarters ending in the final 
quarter of 1974 was about a third as large as the 
increase of close to 30 per cent during 1973. In 1973 
gains by the resource industries had been a particularly 
prominent feature of the profit expansion, and in 1974, 
with export markets weakening, profit increases in 
those industries tended to slacken markedly. The eas- 
ing was not confined to this area, however. In particu- 
lar the automobile industry, which is heavily depen- 
dent on the U.S. market, experienced a substantial 
weakening in profits in the final months of the year. For 
a broader measure of business income, that is, before 
deducting capital consumption allowances, the in- 
crease during 1974 also appears to have been consid- 
erably less than the rise of 18 per cent during the 
preceding year. 

In contrast to the slowing in the rise in business and 
farm incomes, labour income is estimated to have risen 
considerably faster in 1974 than in 1973 - by more 


‘than 15 per cent over the year ended with the fourth 
quarter of 1974 after an increase of 12 per cent during 
the previous year. With the slower rise in employment 
in 1974, the acceleration was even more marked for 
average labour income per worker. The pattern of 
accelerating wage increases that is suggested by the 
available estimates of labour income is also apparent 
‘in the statistics on average weekly earnings in the 
commercial non-farm sector. By the final months of 
1974 the year-to-year percentage increase in average 
weekly earnings had risen to over 13 per cent; for 
manufacturing, where an hourly earnings index is 
available, average hourly earnings were more than 
17 per cent higher than a year earlier. 

_ Newly negotiated wage settlements, which tend to 
foreshadow actual earnings, have escalated dramati- 
cally over the past year. In the final quarter of 1974 
settlements under major collective bargaining agree- 
ments (excluding construction) provided for average 
annual increases in base rates of more than 17 per cent 
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over the life of contracts, compared with an average of 
10 per cent a year earlier. It should be noted that these 
Statistics understate the size of settlements since they 
do not take into account clauses providing for further 
wage or salary adjustments contingent upon increases 
in the Consumer Price Index; such cost-of-living 
clauses became increasingly prevalent in contracts 
signed over the past year. Also, in many instances 
rates of pay were increased in 1974 through the re- 
opening of existing contracts or through other special 
adjustments. 

Canadian domestic prices at both the wholesale and 
retail levels rose even faster in the aggregate during 
1974 than in 1973. For the twelve months ended 
December 1974 the Industry Selling Price Index (isp!) 
increased by 21 per cent compared with 16 per cent 
during the previous year. For the Consumer Price Index 
(cpl) the corresponding increases were 1214/2 per cent in 
1974 and 9 per cent in 1973. 

At the ispi level, while the monthly increases in the 
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aggregate continued to be very large throughout the 
year, in the second half of 1974 some easing emerged 
in a number of areas, notably textiles, primary metals, 
and wood products. In all these sectors the slowing 
reflected the corresponding weakness in commodity 
prices that had developed some months earlier. In the 
case of wood products the IsP! was appreciably lower 
than a year earlier. This was reflected in an easing in 
domestic building materials price indexes, particu- 
larly for residential construction, although construction 
costs over-all continued to increase rapidly under the 
pressure of rising wage and other costs. 

All major categories of the cpl recorded very large 
increases between the beginning and the end of 1974. 
For food the increase was 17 per cent for the second 
year running. Energy prices (fuel oil, domestic gas, 
electricity and gasoline) also registered a further sub- 
stantial increase, 91/2 per cent, although they would 
have gone much higher had it not been for the pro- 
gramme of domestic petroleum price restraints and 
consumer subsidies. For the remainder of the index, 
which makes up approximately two thirds of the total 
cpl basket and is more heavily influenced by the 
underlying trend of domestic costs than the other two 
components, the rise in 1974 was 10%/4 per cent, which 
is double the rate of increase experienced in the 
previous twelve months. 
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The highlights of financial developments in Canada 
during 1974 are discussed in the three sections of this 
chapter, which deal with interest rates, with the growth 
| of the public’s holdings of currency and bank deposits, 
_and with flows of credit to borrowers. 

| 

Interest Rates 

_ Since changes in the cost of money and in returns on 
financial assets are the main channel through which 
the impact of monetary policy is transmitted to spend- 
ing and saving decisions, the Bank focuses consider- 
able attention on the behaviour of interest rates. Short- 
' term interest rates in the Canadian money market are of 
Particular importance to the Bank in its day-to-day 
‘Operations. These rates respond sensitively to changes 
in the pressure of credit demands on the available 
supply of funds in Canadian financial markets and 
to changes in international money market rates. They 
are also the rates most immediately susceptible to 
‘the influence of the Bank of Canada’s cash reserve 
management. 

_ During 1973 interest rates in Canada, as in the rest of 
the world, had been rising strongly. The upward 
movement of short-term money market rates in Canada 
and abroad was interrupted for a time in the early 
months of 1974 in the immediate aftermath of the 
‘world oil emergency but, after a limited and temporary 
decline, strong upward pressure on these rates re- 
emerged towards the end of the first quarter. These 
pressures continued through the spring and Canadian 
Short-term interest rates rose to levels well above those 
reached in 1973. They remained at high levels until 
late August, although somewhat below corresponding 
rates in the United States and in the Euro-dollar market 
where the upward trend continued into the summer. 
‘The Bank of Canada adjusted the Bank Rate upwards 
dy one percentage point in mid-April and by further 
steps of one half of one percentage point in mid-May 
and in the latter part of July, when the Rate reached 
/4 per cent. 






















Administered borrowing and lending rates of finan- 
cial institutions also rose further after the first quarter of 
1974 as these institutions continued to bid aggressively 
for funds in order to meet the heavy credit demands 
they were experiencing. The “Winnipeg Agreement’ 
ceiling on large Canadian dollar short-term bank de- 
posits was raised from 84 per cent to 104/ per cent 
in three steps between mid-April and the end of July, 
and chartered bank prime lending rates were in- 
creased by the same amount over this period to a level 
of 114/2 per cent. 

Longer term interest rates were relatively stable in the 
closing months of 1973 and early in 1974 but they, too, 
began to increase once again towards the end of the 
first quarter. In contrast to short-term rates, longer term 
bond yields continued to rise strongly until the end of 
August. Mortgage lending rates, which tend to reflect 
the behaviour of other ionger term rates with some 
delay, did not peak until September while trust and 
mortgage loan companies continued to adjust upwards 
the rates offered on their five-year investment certifi- 
cates until October. 

During the course of the summer evidence began to 
appear that demand pressures in the Canadian 
economy were beginning to moderate, and late in 
August short-term interest rates in the United States 
broke sharply downward. In recognition of the changes 
that were occurring in the economic and financial 
environment, the Bank of Canada adopted a more 
accommodative approach in its provision of cash 
reserves. 

Short-term market interest rates and long-term bond 
yields both began to fall in Canada from !ate August 
onwards. There was a brief interruption in the down- 
ward trend in the latter part of November and early 
December reflecting both a temporary firming of 
short-term rates abroad and some tightening in Cana- 
dian paper markets in the wake of the very large sales 
of Canada Savings Bonds. Towards year-end interest 
rates began to decline once again. Money market rates 
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fell sharply during the first few weeks of 1975, but 
since the latter part of January they have remained 
close to the levels reached at that time. The Bank Rate 
was reduced by one half of one percentage point in 
mid-November and in mid-January. 

Financial institutions’ borrowing and lending rates 
also began to be adjusted downward in the closing 
months of 1974. By the end of February 1975 the rates 
paid by the chartered banks on non-chequable savings 
deposits had been reduced to 64 per cent and most 
banks had lowered their prime lending rates to 9 per 
cent. Mortgage lending rates declined more slowly; by 
the end of February conventional rates were typically 
10%/4 per cent and NHA rates were generally 104 or 
10%/4 per cent. 

As money market rates decreased, the structure of 
deposit rates under the “Winnipeg Agreement’’ be- 
came less of a constraint on the banks’ ability to attract 
large blocks of short-term Canadian dollar deposits. 
The Agreement was terminated on January 15,1975. 


The Money Supply 

There are many possible ways of defining the money 
supply. All of them include currency and demand 
deposits held by the public at chartered banks, but they 
differ in the extent to which they include any other 
categories of relatively liquid short-term claims on 
banks, other financial institutions, or governments from 
the wide array of such assets available to the public. 
The discussion that follows is primarily concerned with 
the two most frequently used definitions, namely, the 
narrow definition - currency and demand deposits 
held by the public at chartered banks - and the 
broader definition that includes these forms of money 
plus all other Canadian dollar deposits held by the 
public at chartered banks. The recent behaviour of 
these two definitions of the money supply (plotted both 
in absolute terms and as percentages of Gross National 
Expenditure) is shown in the accompanying charts. 

The first of the above definitions (which could be 
expanded to include some or all of the chequable 
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savings deposits held at chartered banks and other 
Savings institutions) Concentrates on the forms of 
money that are most readily usable for making pay- 
ments. The main reason why attention is given to this 
and to other closely related narrow definitions of the 
money supply is that, while money holdings of this 
type are subject to rather large, erratic movements from 
week-to-week and month-to-month, their growth over 
longer periods is related in a reasonably systematic 
way to two important economic variables. They re- 
spond positively to changes in the level of national 
expenditure and negatively (with a longer time lag) to 
changes in the level of interest rates. This relationship 
is readily apparent in the accompanying chart, which 
shows the line on the previous chart for currency and 
demand deposits as a percentage of Gross National 
Expenditure together with lines indicating the changing 
level of two representative measures of short-term 
interest rates. 

While the relationship is not precise over short 
periods and is affected at times by extraneous influ- 
ences, it has nevertheless shown a sufficient degree of 





Relationship of Currency and Demand Deposits 
to GNE and Selected Short-term Interest Rates 













fs 
12 : 
Currency and demand deposits 
as a percentage of GNE? 
(seasonally adjusted) 
1 | 
10 
0 
Ls 
be 
90-day paper rate’” 
8 
4 
Chartered bank non-chequable 
savings deposit rate 
1969 1970 ewyel REM REWER: 1974 
‘” Quarterly average 
24 


Stability over longer periods to lend considerable 
analytical importance to definitions of the money 
supply that focus primarily on transactions balances. 

Recent year-on-year increases in the public’s hold- 
ings of currency and demand deposits (measured from 
fourth quarter average levels) have declined from al- 
most 14 per cent in 1972 to 12 per cent in 1973 to 
7 per cent in 1974. From the second quarter of 1973 
until very recently the percentage growth of the 
money supply on this definition has been persistently 
less than that of national expenditure in money terms. 

For a time during the spring of 1974 there was an 
interlude of relatively rapid expansion of currency and 
demand deposits in response to the unusually rapid 
growth of national expenditure and the temporary dip 
in short-term interest rates in the first quarter. A special 
influence tending to inflate the level of money holdings 
during this period was the temporary disruption of the 
flow of payments resulting from the withdrawal of mail 
services. 

As these influences were reversed during the course 
of the summer, the rate of growth of currency and 
demand deposits declined sharply and turned negative 
for a time. More recently, in the wake of the sharp 
decline in short-term interest rates, holdings of cur- 
rency and demand deposits have again been rising 
strongly. 

In marked contrast with the slackening rate of growth 
of currency and demand deposits during 1973 and 
1974, the interest-bearing Canadian dollar deposits of 
the chartered banks continued to expand rapidly 
throughout the period. Because of the inclusion of 
these interest-bearing deposits in the broad definition 
of the money supply referred to above, its behaviour 
over the past two years has been quite different from 
that of currency and demand deposits, as can be seen 
from the following table. 

Although the chartered banks offer a considerable 
variety of interest-bearing deposit accounts (including 
deposits denominated in U.S. dollars), and although 
the volume of their interest-bearing deposit liabilities is 
large - much larger than their demand deposit 
liabilities - close substitutes for interest-bearing de- 
posits at chartered banks are also generated on a very 
large scale outside the banking system. Examples in- 
clude interest-bearing deposits and certificates issued 
by trust companies and other financial institutions, 
government treasury bills and Canada Savings Bonds, 
and short-term money market paper. There is in addi- 
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tion the whole range of interest-bearing financial 
claims of varying terms to maturity in the form of bonds 
_and debentures. Whatever the factors that determine 
the total of the public’s holdings of interest-bearing 
_ Claims, there is clearly considerable scope for variation 
not only in that part of the total which represents 
| relatively liquid short-term claims but also in the 
_ proportion of the latter which consists of deposit claims 
on the banking system. 

_ Several factors help to explain the extent to which the 
_ interest-bearing deposits of the chartered banks have 
grown during the past two years. One of these was that, 
as a result of growing uncertainty about the future 
| value of money and of recurring expectations of further 
increases in interest rates, the preferences of the invest- 
ing public shifted in favour of relatively short-term as 
Opposed to longer term claims. Another factor that 
helped the banks in attracting funds into interest- 
| bearing deposits during much of last year was the fact 
that prevailing interest rates had risen above the yields 
on much of the large volume of outstanding Canada 
Savings Bonds. Many of these Bonds were presented 
for redemption and the proceeds employed in 
interest-bearing deposits of the banks and of other 
financial institutions. When a new issue of Savings 
Bonds was offered late in 1974 at relatively attractive 
yields, the process of substitution swung the other way 
at the expense of interest-bearing institutional deposits. 
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On the whole, the chartered banks have had consid- 
erable freedom in recent years to offer short-term 
deposit claims to the public on highly attractive terms. 
It is true that through much of the period from mid- 
1972 until late in 1974 the ability of the banks to attract 
large blocks of funds into Canadian dollar interest- 
bearing deposits was constrained to some extent by the 
structure of maximum rates for deposits of $100,000 
and more for periods of up to one year that was 
maintained under the “Winnipeg Agreement” ceilings. 
These ceiling rates were, however, adjusted upwards 
on several occasions. Moreover, the chartered banks 
were left free to compete with foreign banks in terms of 
the interest rates offered to Canadians on U.S. dollar 
deposits. To the extent that such deposits are covered 
forward by foreign exchange contracts, they are essen- 
tially similar to Canadian dollar deposits, and in recent 
years there have been large movements of Canadian- 
owned funds back and forth between Canadian dollar 
deposits at the chartered banks and U.S. dollar deposits 
(also principally at the chartered banks) in response to 
interest rate differentials. These shifts account in part 
for the variations in the rate of growth of the Canadian 
dollar interest-bearing deposits of the chartered banks 
over the past two years. 

The unusually rapid growth in 1973 and 1974 of the 
main types of high-interest fixed-term deposits offered 
by the banks is shown in the following chart. 
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In the changed environment of generally declining 
interest rates which developed towards the end of 1974 
and in early 1975, the chartered banks reduced their 
reliance on fixed-term deposits as sources of deposit 
funds. 


Funds Supplied by Financial Institutions 
and Markets 

The Canadian dollar assets of the chartered banks 
increased by 19 per cent in 1974, the same high rate of 
increase as in 1973. While the rate of growth of the 
banks’ loan portfolios was lower than in 1973, they 
were able to add substantially to their holdings of 
liquid assets in the course of the year. Through the first 
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half of 1974 the growth in liquid assets was roughly in 
line with the rising amounts needed to meet the cash 
and secondary reserve requirements, but in the closing 
months of the year and in January 1975 there was a 
substantial increase in the banks’ ‘‘free’’ Canadian 
liquid assets*. The ratio of ‘free’ Canadian liquid 
assets to total Canadian dollar assets, which had de- 
clined to about 84/2 per cent by April 1974 and 
remained close to that level until September, rose to 
just over 10 per cent in January. (The increase in ‘free’ 
Canadian liquid assets around year-end reflected to 
some extent the reductions in the secondary reserve 
requirement in December and January, which are 
discussed in the following chapter.) The banks’ hold- 
ings of other short-term assets, principally bankers’ 
acceptances and other short-term paper, also rose 
sharply in the latter part of 1974 and early 1975. After 
mid-January there was a substantial decline in the 
banks’ ‘‘free’’ Canadian liquid assets and in their 
holdings of other short-term assets. 

The chartered banks’ Canadian dollar business loans 
increased less rapidly in 1974 than in 1973. During 
1974 larger business borrowers raised substantial 
amounts of funds through the issuance of commercial 
paper and bankers’ acceptances. In addition there 
were large increases in the chartered banks’ foreign 
currency loans to Canadian business and in lending to 
business by Canadian financial institutions affiliated 
with foreign banks. These shifts in credit flows contri- 
buted to the slowdown in the growth of the chartered 
banks’ Canadian dollar loans to business borrowers in 
1974. A broader measure of credit extended to busi- 
ness which reflects these other sources of funds as well 
as chartered bank Canadian dollar loans increased 
more rapidly in 1974 than in 1973. 

Consumer lending by the banks was very buoyant in 
the early months of the year but subsequently moder- 
ated in line with the weakening in the demand for 
consumer durables. The rate of growth of their residen- 
tial mortgage portfolios slowed during the second half 
of 1974, following an earlier sharp decline in their 
mortgage loan approvals. 





* “Free’’ Canadian liquid assets comprise the banks’ holdings of cash, 
Government of Canada treasury bills and day-to-day loans in excess 
of minimum reserve requirements, plus Government of Canada 
bonds and call loans. 
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A deceleration in the growth of mortgage portfolios 
and consumer loans was also apparent in the case of 
non-bank financial institutions. The trust and mortgage 
loan companies, which hold roughly 80 per cent of 
their major assets in mortgages, experienced a substan- 
tial slowing in their rate of growth in the second half of 
the year from the relatively high rates in 1973 and the 
first half of 1974. The major assets of the credit unions 
and caisses populaires, which are more evenly distri- 
buted between mortgages and consumer credit, also 
increased less rapidly during 1974 following two years 
of very buoyant expansion. The sales finance and 
consumer loan industry grew more Slowly during the 
second half of 1974 largely as the result of a decelera- 
tion in consumer lending. 

The table on page 30 summarizes the funds raised by 
each of the main categories of non-financial borrower 
in recent years, showing the sources of these funds. 
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A substantial increase in the total amount of funds 
raised in 1974 mainly reflected increased borrowing 
by the federal Government (discussed in the following 
section of this Report) and by non-financial businesses. 
In 1974 non-financial businesses obtained record 
amounts of funds from the chartered banks and other 
financial institutions as well as in short-term paper 
markets. In addition they raised more through bond 
issues in 1974 than in either of the previous two years. 
The strength of business borrowing throughout the 
year, despite the weakening of over-all economic 
activity, reflected continued large requirements for 
funds to finance fixed investment and inventories. 
Outlays on plant and equipment remained on a 
strongly rising trend throughout the year and, at the 
same time, rates of inventory accumulation were at 
high levels. In the early part of the year the increase in 
stocks was no doubt by and large planned but, as 
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economic activity softened, the financing requirements 
appear to have reflected considerable involuntary ac- 
cumulation of inventory. 

Although the amount of mortgage market financing in 
1974 as a whole was not substantially below the record 
level in 1973, there was a pronounced change in this 
market in the spring. The value of residential mortgage 
loan approvals on both new and existing housing 
deciined substantially from very high levels after 
mortgage interest rates began to increase rapidiy and 
the non-rate terms on mortgages were stiffened by the 
major lending institutions. Other factors such as uncer- 
tainties about prospective construction costs and rents 
also contributed importantly to the drop in mortgage 
approvals on new housing, which was especially 
marked for multiple units. 
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Net mortgage investment by the major lenders, which 
follows mortgage loan approvals with some lag, con- 
tinued to be buoyant through the first half of 1974; 
during this period their mortgage portfolios increased 
at the same 25 per cent rate as during 1973. There was, 
however, a substantial deceleration in the growth of 
these portfolios during the second half of the year to a 
rate of about 15 per cent. 

The slowing of the growth of consumer credit was less 
pronounced than in the case of mortgage credit. Sales 
of new automobiles, an important factor in the demand 
for consumer credit, remained at high levels until late 
in the third quarter but then weakened substantially. 

Financing activity by the provinces and municipal- 
ities and their enterprises also increased appreciably 
during 1974. As in the case of private business, fixed 
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investment outlays by provincial enterprises continued 
to rise strongly. The increase in this sector’s financial 
requirements was met principally through higher net 
bond issues in foreign markets. There was a sizeable 
increase in borrowing in the United States where 
long-term interest rates were generally lower than 
those in Canada and, in the latter part of the year, 
almost $4/ billion of bonds were placed overseas. 
Provincial and municipal borrowers and private busi- 
ness (including financial institutions) together raised 
just over $3 billion in the Canadian bond market in 


1974, much the same amount as in 1973. Borrowing 
in domestic markets picked up considerably in the 


closing months of the year and this increased 


activity continued into 1975. Net new issues of bonds 
sold to non-residents by these borrowers reached a 
‘record level of about $2 billion in 1974 compared with 
$750 million in the previous year. 


The increased capital inflow resulting from net new 
bond issues sold to non-residents was partly offset by 


substantially larger outflows for the financing of export 
credits and by smaller inflows of foreign direct invest- 
ment in Canada. Short-term Capital transactions, which 
gave rise to outflows of some $44 billion to $1 billion 
in 1972 and 1973, are estimated to have resulted in 
inflows of a like amount in 1974. There were large and 
to some extent offsetting flows in the major categories 
of short-term capital in 1974. Although the foreign 
currency operations of the chartered banks gave rise to 
substantial outflows, transactions involving deposits at 
foreign banks, money market instruments and com- 
mercial leads and lags produced even larger inflows. 
Over-all, Canadian residents raised close to $2 billion 
from foreign sources in 1974 following a year in which 
there had been no net recourse to foreign funds. 
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Funds Raised by Major Non-financial Borrowers 
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) These are principally mortgages secured by residential property. The figures exclude net mortgage lending by governments and their agencies, 
notably CMHC, which is reflected in the financing requirements of the respective governments. 

2) Includes mortgage loan companies associated with chartered banks. 

‘3) Includes government enterprises. Loans from the Government of Canada are excluded. Canadian dollar bond issues placed in overseas markets are 
included in foreign currency issues. 
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| Bank of Canada Operations 


This chapter provides a summary record of Bank of 
Canada operations during 1974 and early 1975. 


Monetary Policy Operations 

! During 1974 until late in the summer the Bank of 
Canada maintained a cash management policy that 
was designed on balance to offer resistance to the 
strong credit demands and to moderate the rate of 
monetary growth. In light of the changing economic 
Prospects the Bank then adjusted its policy in order to 
facilitate a movement to easier monetary conditions. 

_ Bank Rate was raised from 7/4 per cent to 84/4 per cent 
‘on April 15, 1974, to 834 per cent on May 13 and 
finally to 95/4 per cent on July 24. It remained at that 
level until November 18, when it was reduced to 
8°%/4 per cent. On January 13, 1975 the Bank Rate was 
reduced by a further one half of one percentage point 
to 84/4 per cent. 

| The record of the chartered banks’ cash reserve 
Position during 1974 is shown in Appendix Table |. 
The level of excess cash reserves supplied to the 
banking system in support of the broad policy outlined 
above was affected from time to time by the Bank of 
Canada’s response to changing pressures in financial 
markets. A striking example occurred in the spring of 
1974 when a disruption of mail services added tem- 
Porarily to the strong pressures that were already 
evident in the Canadian financial market. The Bank of 
Canada moderated the impact of these pressures by 
supplying excess cash reserves in unusually large 
amounts in order to accommodate the temporary in- 
crease in the amount of cash reserves that banks 
wished to hold. Another example occurred this year 
when the Bank tightened its cash reserve management 








, 
| 
; 
| 
: 
| 


to prevent the rapid decline in money market interest 
rates In January from becoming excessive. 

The monthly record of Bank of Canada transactions in 
Government of Canada securities and bankers’ accep- 
tances during 1974 is presented in Appendix Table III. 

During the course of the year the par value of the 
Bank’s holdings of Government of Canada securities 
and bankers’ acceptances increased by $1,115 million. 
This increase includes net open market operations, 
changes associated with new issues of treasury bills 
and bonds, and net transactions with Government 
accounts and with other clients. Open market opera- 
tions accounted for $535 million or almost half of the 
increase in the Bank’s holdings of securities. In addi- 
tion to assisting in the management of chartered bank 
cash reserves these transactions were helpful in 
stabilizing market conditions, particularly during 
periods of excessive rate pressures. 

In late March and early April, when interest rates were 
rising rapidly, the Bank lent substantial support to 
markets through cash purchases of both short-term and 
medium-term Government of Canada bonds and 
through acquisitions of bonds in exchange for treasury 
bills. The bulk of the support was concentrated in the 
second half of March and in April when the Bank of 
Canada’s portfolio of Government of Canada securities 
increased by about $550 million over a period of six 
weeks. In early June the Bank became a net seller of 
Government of Canada bonds at a time when demand 
for the new Government of Canada issues being of- 
fered in connection with the June 15 refunding opera- 
tion exceeded the supply available in the market. 
When the market experienced a substantial rally in 
October and November, the Bank again became a 
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seller of bonds for cash and on a switch basis against 
very short-term bonds and treasury bills. Although the 
Bank favoured the downward move in yields, the pace 
of yield adjustment became excessive at times and the 
Bank was acting to moderate the movement. In late 
November and December the Bank acquired large 
quantities of treasury bills and bankers’ acceptances. 
The bill purchases were largely related to the reduc- 
tions in the required minimum secondary reserve ratio. 
The bankers’ acceptances acquired by the Bank were 
nearly all of a term to maturity of thirty days or less and 
these purchases were made primarily to assist cash 
management over the seasonal peak in note circulation 
that occurs at year-end. By the end of January these 
acceptances had all matured and the Bank held none 
in its portfolio. 

The net additions to the Bank’s holdings of Govern- 
ment of Canada bonds, treasury bills and bankers’ 
acceptances over the year also made it possible for the 
Bank to reduce the level of its holdings of foreign 
currency assets resulting from temporary swap transac- 
tions with the Exchange Fund Account. The Canadian 
dollar value of these investments declined by $214 
million during 1974. As has been indicated in earlier 
Annual Reports, the Bank uses such temporary swap 
transactions to assist in its management of cash re- 
serves and to provide flexibility in the timing of its 
transactions in Government of Canada securities. 

In May the Bank announced a change in its practice 
with respect to the maximum rate at which it is 
prepared to enter into Purchase and Resale Agreements 
with money market dealers. The practice had been to 
set the PRA rate at 4/4 of one per cent above the average 
91-day treasury bill rate at the latest weekly tender, 
subject to a minimum of Bank Rate minus */4 of one per 
cent and a maximum at the level of Bank Rate. Under 
the new practice the maximum PRA rate is Bank Rate 
plus 4/2 of one per cent. The change was made to permit 
flexibility in the relationship between the average 
91-day bill rate at tender and the Bank Rate. In 
commenting on the change at the time the Bank stated 
that henceforth an average yield at tender on 91-day 
bills that equals or exceeds the Bank Rate or even the 
maximum PRA rate should not necessarily be regarded 
as foreshadowing a change in these rates. 

The Bank of Canada reduced the required secondary 
reserve ratio of the chartered banks from 8 per cent to 
7 per cent of their Canadian dollar deposit liabilities 
effective December 1974, and to 6 per cent effective 
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January 1975. These reductions were largely technical 
in nature. The Bank did not want to keep the secondary 
reserve requirement any higher than was necessary and 
circumstances were favourable for reducing it. The 
large Canada Savings Bond sale in November had 
increased the cash balances of the Government of 
Canada substantially and the programme of weekly 
additions to the outstanding amount of treasury bills, 
which make up the bulk of the banks’ secondary 
reserves, was terminated at the end of November. The 
immediate increases in chartered bank ‘free’ liquid 
asset holdings resulting from the reductions in the 
secondary requirement were substantially offset by the 
Bank of Canada through its cash reserve management 
and open market purchases of treasury bills, particu- 
larly on the occasion of the December reduction.* 


Debt Management 

During 1974 the outstanding amount of Government 
of Canada marketable securities payable in Canadian 
dollars plus Canada Savings Bonds increased by 
$4,249 million. In addition ordinary foreign exchange 
transactions resulted in a net inflow of Canadian 
dollars to the Government of $158 million. The Gov- 
ernment’s net Canadian dollar financing requirements 
for domestic transactions were about $1.8 billion in 
1974, and the Government's Canadian dollar cash 
balances increased by $2,573 million over the year. 

A net total of $940 million was raised through addi- 
tions to the outstanding amount of treasury bills. The 
treasury bill programme during the year included com- 
pleting the establishment of a pattern of quarterly 
auctions of one-year bills. 

Over the year the outstanding amount of Canadian 
dollar direct and guaranteed marketable bonds of the 
Government of Canada increased by $868 million. 
(Details are given in Appendix Table IV). The Govern- 
ment borrowed in the bond market on six occasions, 
five of them at the maturity of outstanding issues. On 
four of these occasions the Government raised funds in 
excess of the amount of maturing issues, while on 
December 1, 1974, $525 million of bonds were sold 
against a maturity of a like amount. On August 15 


* The Bank of Canada announced on February 28 that the minimum 
secondary reserve ratio of the chartered banks was being reduced 
from 6 per cent to 54/2 per cent, effective in March 1975. 
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1974 when there was no maturing bond issue, the 
Government raised $250 million in new funds. Part of 
the $550 million raised on February 1 was applied to 
advances to the Canadian National Railway Company 
in connection with the retirement of $200 million of 
the Company's 33/4% bonds maturing February 1, 1974. 
The new marketable bond issues sold in 1974 were 
mainly of short- and medium-term maturity, although 
one long-term issue with a 942% coupon was sold on 


June 15 in the amount of $150 million. Bonds with 


extendible options were offered in five of the new 
loans. The average term to maturity of outstanding 
unmatured marketable direct and guaranteed bonds 


_ shortened by three months over the year to five years, 


four months. 
The management of Canada Savings Bonds presented 


_ particular difficulties in 1974. The rapid escalation of 


interest rates offered on competing investments during 


_ the spring and summer sharply increased the rate of 
_ redemption of Canada Savings Bonds. In order to give 
holders of the bonds a more attractive return, the 


Government of Canada announced on May 6 that a 
cash borus would be payable on outstanding Canada 
Savings Bonds. The bonus raised the yield from May 1, 
1974 to maturity to 9% and consisted of a payment at 


maturity on bonds maturing on or before November 1, 
1979, and two payments on bonds maturing after 
November 1, 1979, the first at that date and the second 
at maturity. The terms of the 1974/75 series of Canada 
Savings Bonds were announced on September 9. This 
series offered investors a nine-year bond with interest 
of 9%/4% payable in each year, but without the option to 
compound interest that had been offered on recent 
issues. At the same time the Government announced 
an increase in the bonus payable on outstanding 
Canada Savings Bonds sufficient to produce an average 
yield of 1012% effective from September 1 to maturity. 

Because of the declining trend of interest rates during 
the Canada Savings Bond campaign, the Bonds proved 
very attractive to investors and net sales during the 
Campaign amounted to $4,021 million. The series was 
withdrawn from sale on November 15. At the end of 
1974 the outstanding amount of Canada Savings Bonds 
was $2,441 million higher than a year earlier. 

Holders of the 8% marketable bonds due October 1, 
1974 had the option until April 1, 1974 to exchange 
their bonds into an equal par value of 8% bonds 
maturing October 1, 1986. In total, $235 million of the 
bonds were exchanged, leaving $190 million of the 
original issue to mature in October 1974. 
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| Government of Canada Financing, 1974 


Requirements 
Domestic transactions 


Financing 
Net par value changes in Canadian dollar 
debt outstanding — Treasury bills 


Increase (—) in Canadian dollar cash balances??.......... 
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Millions 
of dollars 


1,834 
hoo 


1,676 


940 
868 
2,441 


4,249 
ee ere 


1,676 


| @ Including an advance to the Exchange Fund Account to permit remittance of profits, but excluding advances to the Canadian National Railway 
Company in connection with the retirement of $200 million of the Company’s bonds. 
Excluding the $214 million impact of a reduction in temporary swap transactions between the Bank of Canada and the Exchange Fund Account. 
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In September the Government repaid a U.S. dollar 
denominated loan of u.s.$45 million. The repayment 
was effected through a reduction in foreign exchange 
reserves and did not affect the Canadian dollar position 
of the Government. 

In March 1974, the Government cancelled $6 million 
of 5/2% August 1, 1980 bonds which it had previously 
acquired under provisions of the purchase fund for this 
issue, leaving $310 million of the issue outstanding. 


Foreign Exchange Operations 

The Canadian dollar traded over a wider range in 
terms of the U.S. dollar during 1974 and early 1975 
than in either of the two preceding years. At the 
beginning of 1974 Canada’s balance of payments was 
expected to be less affected by the sharp increase in 
world oil prices than that of most industrial countries, 
and very large inflows of capital and advance conver- 
sion of export receipts contributed to a steady appreci- 
ation of the Canadian dollar against most currencies. In 
April the dollar reached a fourteen year high of 
U.S.$1.0443, up from u.s.$1.0040 at the end of 1973. 
In the second and third quarters capital inflows sub- 
sided and the deficit on current account increased, 
giving rise to a steady easing in the value of the 
Canadian dollar. In the fourth quarter the current 
account deficit increased sharply, but a marked in- 
crease in capital inflows moderated the tendency for 
the Canadian dollar to decline. At year-end the ex- 
change value of the Canadian dollar was u.s.$1.0095, 
and it declined further in the early weeks of 1975. 

Canada’s official international reserves rose by 
U.S.$468 million in the first four months of the year, but 
subsequently declined by u.s.$411 million, to a year- 
end level of U.s.$5,825 million. 

The Bank of Canada’s purchases and sales of U.S. 
dollars on behalf of the Exchange Fund Account 
to maintain orderly conditions in the Canadian 
market accounted for a major part of reserve changes 
during the year. Reserve holdings were reduced by 
U.s.$45 million as a result of the repayment of a 1949 
Government of Canada U.S. dollar bond issue which 
matured in September. The method of valuing the 
Special Drawing Right, which had been in terms of 
gold, was altered by the imF in July to a procedure 
based on a composite basket of currencies. The value 
of the spr in terms of the U.S. dollar subsequently rose 
and as a result the value of Canada’s holdings of assets 
denominated in sDRs increased by u.s.$32 million from 
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July to the end of December. 

The composition, though not the total, of Canada’s 
reserves was affected during the year by loans of 
U.s.$168 million to the International Monetary Fund 
related to a special oil facility under which Canada 
agreed to lend a maximum of Cdn.$300 million. The 
loans reduced Canada’s official holdings of U.S. dol- 
lars and increased our holdings of assets denominated 
in SDRs. 

In April 1974 the Bank of Canada entered into a 
temporary financial arrangement with the Banca 
d'Italia in the amount of $250 million. The arrange- 
ment was a stand-by facility that provided for simul- 
taneous reciprocal drawings of Canadian dollars and 
Italian lire for short periods of time. The facility was 
part of a network of financing arrangements initiated 
by the Italian authorities involving international finan- 
cial institutions and other central banks. It was similar 
in character to other international swap arrangements 
such as the one existing between the Bank of Canada 
and the United States Federal Reserve System and 
those arranged for a temporary period by the Bank 
of Canada in 1968 with the Bank for International 
Settlements, the Deutsche Bundesbank and the 
Banca d'Italia. This arrangement remained in effect 
until January 1975; no drawings were made under it. 





Exchange Rate and Official Reserves 


Spot exchange rate (daily) 


' U.S. $ in Canada Cdn. $ in U.S. funds 





9S gas 1.04 
7 1.03 
98 1.02 
| s 1.01 
1,00 1.00 
1,0 | wo 
Changes in official reserves during the month 
eee ot = vobars Millions of U.S. dollars 
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APPENDIX TABLE I 


Chartered Bank Cash Reserves 


Millions of dollars Excess Number 
Requirements Average Cumulative cash of 
Total Average Required holdings of excess reserve statutory 
cash Bank Bank Bank reserves ratio days 
requirements ofCanada ofCanada of Canada for the 
notes deposits deposits period 
Ce ee es eee eo 
1974 
January 1-15 2,064 Suis) 0.08 10 
16-31 cee See, ata 2,060 383 0.07 12 
February 1-15 1,998 358 0.07 11 
16-28 gee ree ee iPehe ks) 301 0.07 g 
March 1-15 2,000 306 0.06 11 
16-31 ie os Pete: 2,016 435 O09 10 
April 1-15 2020 505 Oskt 10 
16-30 ae oy We 2,049 874 O.17 11 
May 1-15 2,038 641 O12 11 
16-31 ae ee vee Wee 2,042 677 Osts 11 
June 1-15 2165 596 Or 10 
16-30 ea B50 ee 2,154 488 0.10 10 
July 1-15 ZZ) 486 0.10 10 
16-31 mew one ae 2,07 468 0.08 ip: 
August 1-15 2110 478 0.09 it 
16-31 iis oe mpd Da i | 497 0.09 11 
September 1-15 2,146 483 O10 2 
16-30 ai uae ar hae 2,141 530 0.09 11 
October 1-15 22158 480 0.09 10 
16-31 ae ee eS 2,156 619 0.10 2 
November 1-15 2,190 364 0.07 10 
16-30 a0 ae Bee ZNOT 340 0.06 10 
December 1-15 23330 419 0.08 10 
4 / 
16-31 SNe ee zeae 2,356 631 O52 10 
1975 
January” 1-15 2,638 361 0.06 10 
16-31 oe si es 2,624 263 0.04 12 
February” 1-15 3611 1,070 2,541 2502 263 0.05 10 
Preliminary. 
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APPENDIX TABLE II 


Bank of Canada Assets and Liabilities 


Monthly changes, millions of dollars 










Government Net Investment All other 
of Canada foreign in IDB assets 
securities at currency (net) 
book value assets 


Note Canadian dollar deposit liabilities 
circulation Chartered Government Other 
banks of Canada 








1974 
January 
February 
March 
April 
May 
June ar 
July = 
August -- 
September = 
October = 
November + 
December ot 


ce gi ie ee ee ee 





Total tol 2 see he} +246 ile 


1975 


January Ee 3 =P ays 220 — 184 — 491 +294 rae) ai he 
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APPENDIX TABLE III 


Bank of Canada Net Transactions in Government of Canada Securities) 
ee 


Delivered basis, par value in millions of dollars 


1974 
January 
February 
March 
April 

May 

June 

July 
August 
September 
October 
November 


December 


Total 


1975 


January 


“) During 1974 advances by the Bank of Canada to the chartered banks were outstanding on 49 business days. Purchase and resale agreements with 


Net purchases from (+) or net sales to (—) investment dealers and banks‘? 
Treasury Bonds”? Bankers’ Sub-total Securities 
bills 3 years 3-5 5-10 Over acceptances of bills under 
andunder __ years years 10 years and bonds PRA 
and bankers’ 
acceptances 
































4 160Pe No oS : - 5°37 398 412-60 eee 
= +100 -100 - £ = : — 651 
PIDFGe ee I0Ae 9S L 2 +1250 — 764 
e730 116.09 39 72 Z : + 89.3 — 228 
— 78.0 A s E . L O70 = 
— 86.5 — 47.5 4 Ore © eo 7 : 18 Wee = 
+ 45 Z : z 40,2 = ueeAes s 
=e x : = z + Oe 3 7 z 
pO - : 2 = 10 +9100 =a 
toe ee Cee = ~161.8  — 31.9 
Pisa e eo, Ore + 47.0 +1318 + 433 
+468.4 : : a = + 93.4 +5618 56g 
4497 5) 804° 79:9 473 429 ~4103.1 93653530 Ga 
+131.5 2 : : 2 ~140.3 - 88 : 


money market dealers were outstanding on 110 business days. Over the year as a whole, the average daily amount of advances outstanding was — 
$7.4 million. The average daily amount of securities held by the Bank of Canada under PRA was $25.9 million. 


2) Classified by years to maturity at time of transactions. 
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| 
| 


| 
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<ers’ Acceptances 


| 


Net transactions with Government and other client accounts 





























Purchases (+) Net purchases from (+) Net change in holdings 

| of new issues or net sales to (—) of Government of Canada securities 

| less matured Government and bankers’ acceptances 

holdings and client accounts 

| Bills Bonds Bills Bonds Bills Bonds Bankers’ Total 

| acceptances 
a 
+ 13.4 - OS sail -3 to .0 + 1.10.6 oe A/S che eee Wey 

m+ 8.6 ol Pe ¥8 | ee 2144 aoe) ey 7 mee lee ot 3D 

| G9, - se ny 4 815) mie bs Ba a ro) Oe) =w2:0 oer lin) Teco 

| 69.5 alin 2e7 Vege eme sagan 8 aa gse) Oped se Pape baal Seuedts ee: + 3419 

| + 69.3 E =< 0e79 yet 2.8 =16.6" — 28 : - 19.4 

| - 6.6 TES. kl Sis. ol 8 hes = 145.2 aca Bo) - wa kel ants 

m+ 70.5 : S45: Dinar cf7 PEO me = 115 : et 2856 

| + 134.9 si Ras Seeks fee. eet) + 94.7 TO. 1 eG Bam i | 8 

Mer5s4 - 99 - 85 — 42 at © Inbimactn 8s Me a SR, Nn ermue Og 
a 0.2 +140.8 39.9) mai) ae) Sulton, ar eel ih we. a eo 
= 29.6 ~ = 10726 Aes 9, misao s pea: a ate tte + 95:6 
21.5 wee OL Oe as ete ee Pe /eoe + 439.8 =U, 7 00.0 TAS OD 
+ 491.6 + 542.6 = oG9.0 gee ke ie ty ee) + 492.0 a ee) +1,115.0 
21.8 - Os = oe? eee a ee oi gh Bs 89" se 1 Bea 21S 7Al 
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APPENDIX TABLE IV 


Government of Canada Direct and Guaranteed Marketable Securities*: 
New Issues and Retirements 


Date in Issues offered Term to Yield to Millions of dollars par value 
1974 maturity maturity Amount Amount 
delivered retired 


re ee ee aS 


Issues payable in Canadian dollars - direct 





Feb. 1 7% Dec. 1, 1976 2 yrs. 10 mos. 7 .OO 225 
712% Dec. 1, 1980? 6 yrs. 10 mos. 7.40 ers 
550 200 
Feb. 8 Treasury bills 364 days 6.14 150 14s) 
Mar. 1 Ge 
Apr. 1 642% Apr. 1, 1977 eay ES: 7.01 225 
TAs 7 a1 pan bd he AS Ne 5 yrs. £30 25 
550 405 
May 10 Treasury bills 364 days 8.40 175 125 
June 15 91/4% Feb. 1, 1976 1 yr. 74/2 mos. 9.25 100 
914% Feb. 1, 1977 2 yrs 74/2 mos. o> 350 
912% June 15,1994 20 yrs. 9.50 150 
~ 600 450 
Aug. 9 Treasury bills 364 days 9.02 150 
Aug. 15 914% Feb. 1, 1977900 2 yrs. 54/2 mos. 9.25 250 
Ocee | 91/4% Feb. 1, 19760” 1 yr. 4 mos. 9.25 50 
914% Apr. 1, 1978" 3 yrs. 6 mos. O25 es 
375 190 
Nov. 22 Treasury bills 364 days 6.83 150 150 
Dec. 1 712% July 1, 1978 3 yrs. 7 Mos. 7.42 2525 ee? 
Total bonds 2.850 1776 
Total treasury bills* 5625 __ 400 
Issues payable in Canadian dollars - guaranteed 
Feb. ] 2000” 
Dec. 28 6 (15) 
Issues payable in foreign currencies 
Apr. 15 116) 
Sept. 1 4400 
60 ea ES 16) 
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* 


1) 
(2) 


(3) 
(4) 


(5) 
(6) 
(7) 


(8) 


(9) 
(10) 


(11) 
(12) 
(13) 


(14) 


(15) 


(16) 
(17) 


Excludes three-month and six-month treasury bills. 


In addition to $125 million 7% December 1, 1976 already outstanding. 

Exchangeable at option of holder from December 1, 1979 to May 31, 1980 into an equal par value of 7-year 8% bonds dated 
December 1, 1980 and due December 1, 1987 giving a combined average yield of 7.63% for the full 13-year 10-month period 
commencing February 1, 1974. 

In addition to $475 million December 1, 1980 already outstanding. 

Proceeds partially applied to advances to the Canadian National Railway Company in connection with the retirement of $200 
million of the Company’s 3/4% bonds maturing February 1, 1974. 

Cancellation of 542% August 1, 1980 bonds held by the Purchase Fund. 

In addition to $450 million 642% April 1, 1977 already outstanding. 

Exchangeable at option of holder from April 1, 1978 to September 30, 1978 into an equal par value of 5-year 8% bonds dated 
April 1, 1979 and due April 1, 1984 giving a combined average yield of 7.59% for the full 10-year period commencing April 1, 
1974. 

Exchangeable at option of holder on or before November 1, 1976 into an equal par value of 91/4% bonds due February 1, 1982 
yielding 9.25% for the 7-year 74/-month period commencing June 15, 1974. 

The Government of Canada will Operate a Purchase Fund for this issue. 

Exchangeable at option of holder on or before November 1, 1976 into an equal par value of 91/4% bonds due February 1, 1982 
yielding 9.25% for the 7-year 5¥/2-month period commencing August 15, 1974. 

In addition to $350 million 91/4% February 1, 1977 already outstanding. 

In addition to $100 million 94/4% February 1, 1976 already outstanding. 

Exchangeable at option of holder on or before January 1, 1978 into an equal par value of 94/4% bonds due April 1, 1984 yielding 
9.25% for the 9-year 6-month period commencing October 1, 1974. 

Maturity of Canadian National Railway Company 33/4% bonds issued February 1, 1954. 

Cancellation by purchase funds of the following Canadian National Railway bonds: $1.3 million of 5% May 15, 1977; $1.9 
million of 54% January 1, 1985; $2.8 million of 5% October 1, 1987. 

Partial redemption at par of U.S. - pay 5% October 15, 1987 for Sinking Fund. 

Maturity of 23/4% U.S. bonds issued September 1, 1949. 


4] 


Withdrawal of Foreign Borrowing Guidelines 


Department of Finance Press Release, dated February 27, 1975 
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Finance Minister John N. Turner today announced the with- 
drawal of the foreign borrowing guidelines introduced by the 
government in 1970. 


Mr. Turner said the government no longer wishes Canadian 
borrowers to feel constrained by the request made by his pre- 
decessor and since repeated on several occasions to explore fully 
the availability of funds in the Canadian capital market before 
floating issues outside of Canada. This specific request to Cana- 
dian borrowers is being withdrawn at this time because the current 
account of Canada’s balance of payments is not now in a surplus 
position as it was when the request was made. 


Mr. Turner noted that the House of Commons last week ap- 
proved an amendment to Clause 118 of Bill C-49. The effect of 
that amendment was to extend the exemption from withholding 
tax for interest on government bonds for a further three-year 
period — that is, government securities issued before 1979. This 
should resolve the immediate problem which has been of particu- 
lar concern to the provinces — the problem of organizing their 
budgetary and borrowing requirements over the difficult next 
period of several years. 


The Minister expressed confidence that these changes will help 
Canadian authorities and businesses in planning their financial 
affairs. 


BANK OF CANADA Statement of Income and Expense 


Year Ended December 31, 1974 
(with comparative figures for 1973) 


INCOME 


Revenue from investments and other income ................... 


| EXPENSE 


ee eh sk Ly Os PRA ebn saad na exe 
Contributions to pension and insurance funds ................... 
AEN DCI6S go Pi i ns ee 
me ectors’ TSEC | soho es eee tn an an OR Me 


| Taxes Sui CiPaManGwUSINESS c., 5 Me. oh ren ction ie. ocd: 
| MTL CO Pete ee them ti fo oc) kak eh a 
Data processing and CON IDULCIZCOSIS garter eee een ie ae 
Maintenance of premises and equipment - net .................. 
| Memeo eOnpPubliCatons” Oc. owe cae ooo da sole e cues 
fether printing and stationery ...............0 00 cc cece ccccce. 
MN MANG EXP ESS a cc chee oy hacer dh. es aera. e Bepdie never tee hE 
BEC MAO UINCAUONS buys sf gcc etn ya bs pe ke bc vO. bien cnmae, 


| Depreciation on buildings and equipment................- 0005. 
NET INCOME PAID TO RECEIVER GENERAL FOR CANADA ..... 


ie The number of staff averaged 1,304 in 1973 and 1,354 in 1974. 


1974 


1973 


(thousands of dollars) 


DDoS 


$ 13,800 
35962 
1,200 

SZ 
142 
958 
8,448 
SUPA 
1553 
410 
514 
341 
417 
ay Ae) 
765 


460 


$ 35,682 


1,304 


481,307 
$518,293 


Includes cafeteria expenses, retirement allowances, overtime pay, educational training costs and medical services. 


$404,069 


$ 11,442 
Cee Wd 
022 

aie 
141 
ee 7 
7,479 
913 
i509 
365 
369 
323 
413 
aye} 
uae 
475 


>) 29,950 


Piel 


372,936 
$404,069 
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BANK OF CANADA Statement of Assets and Liabilities 


as at December 31, 1974 
ASSETS 


Deposits in foreign currencies: 
Pounds sterling and U.S.A. dollars ..... 
OUNECCUNENCIES Bremen oi ca ee 


Cheques drawn on other banks ......... 
Advances to chartered and savings banks 
Accrued interest on investments ........ 


Bills bought in open market, not including 
treasury bills, at cost. .-.............. 


Investments — at amortized values: 
ireasuryipills oF Canadas. ees re once 
Other securities issued or guaranteed by 

Canada maturing within three years .. 
Other securities issued or guaranteed by 
Canada not maturing within three years 


(One) eo) 6 16 (on Se pe OL en 6. (ene) (6), re 


Cea imer a tan hee WR ee ee ee, PM eS Lae We, Doak YL 


61.6 VMS el & Fo ee 6) ONO ee) 8) 10 16 ee) 6 


O Oa Le! 618: esr e6) On 6. 0, 1e (0. FO ne: (876, 


Oe ec s) (a eb re ie) 676 1/0) 60) ne Oy (010 


O) feta: Perce 6) ja. e) 0) .6) 6) Sine) 16 Vee 08, \6 


PONT Wm tad oe ee Cry Ce gd Ct eet J 


Gly) 00,0 Cea 6 06.6 [Ome 0: Cle) (ey eae 


6.58: (eS. ce, OO el oP ey (ee) 6) (0) 8) “el re 


Debentures issued by Industrial Development Bank ........ 


Securities issued by the United Kingdom 
and the United States of America..... 
Miihenseciniliasc een tet ee ee 


Industrial Development Bank: 
Total issued share capital, at cost (note) 


Bank premises: 
Land, buildings and equipment 
Cost less accumulated depreciation .. 


Cee el ee. e) & 0) (6. e) eres) oe Je: lose 


wal kt or ey Olan! 70.4 © 05. 6> (e'-56) Ke! 8116) 70 


ek We Wate Ge tee Do) we, AC pat Year we Cent at 


60% 28) 4) es me Je, eure ey er 6 of e (6 Xe 


Net balance of Government of Canada collections 


and payments in process of settlement. . 


Cvher AsSelS oo ee ee ee Sa es 
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ie eek tee ee ea leet et oe! far Ve owe ae ee 


+o Ake Se wm ee) Ore (ee ee eee 


1974 


19735 


(thousands of dollars) 


$ 7,699 
347 


8,046 








182,544 





8,000 
127,174 








139,74) 





1390319 
2,520,070 


2,859,626 
891,960 


570,039 
2 O35 


8,443,246 








73,000 





44,727 


155,052 
2,007 
$ 9,184,117 











$ 32,066 
434 


32,500 
134,106 











104,062 
39,185 


1,081,053 
2,282,258 


2,612,498 
656,784 


775,988 
2,633 


_7,411,209 


64,000 


29,509 


178,521 
6,130 
$ 7,999,222 






































LIABILITIES 


1974 


1973 


(thousands of dollars) 















































LACLEDE IN 1 ORS a ge a $ 5,000 $ 5,000 
ers ie ra ee ge ae 25,000 25,000 
MO CIECUL ALON si oe ae Seta ot oo) balla tee hk 6,290,476 sys is) Weal Ke: 
| 

Deposits: 

| ee WMENEOnG anadaccts Mus een ee ALLS 16,695 6,356 
AIRES GL STN Se Ae eg 2,361,274 2,006,452 
EE ace re ee Mal 101,319 54,174 
| 2,479,288 2,066,982 
Liabilities in foreign currencies: 

Breer nent Of Canadas. 5 00. e. Gee bel aus ce vane eles. 1,681 25,007 
ke poe hv css aveaee.y 197 165 
| 1,878 Eee 
Bank of Canada cheques outstanding ...................... 373,369 322,140 
Other TELET) TLIT SE g S08 era ge a ae 9,106 3710 





| $ 9184117 
i. 


$ 7,999,222 














NOTE: The audited financial statements of the Industrial Development Bank as at September 30, 1974 show an equity of $104,293,146 at which date the Bank of 

Canada’s investment in the share capital was $71,000,000. As soon as possible after the coming into force of the Federal Business Development Bank Act, the 
| Minister of Finance shall, as provided in the Act, authorize payment out of the Consolidated Revenue Fund to the Bank of Canada of an amount equal to the par 
| value of the outstanding shares of the Industrial Development Bank held by the Bank of Canada at that time. 


Chief Accountant, A. ROUSSEAU 


Governor, G. K. BOUEY 





Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 
| 1974 and the statement of income and expense for the year then ended. Our examination included 
a general review of the accounting procedures and such tests of accounting records and other 
supporting evidence as we considered necessary in the circumstances. 

In our opinion these financial statements present fairly the financial position of the Bank as at 
December 31, 1974 and the results of its operations for the year then ended. 


GERALD PREFONTAINE, C.A. G. I. CRAIG, C.A. 
le la firme Séguin, Préfontaine, Patenaude & Cie of the firm Price Waterhouse & Co. 


| 
| 


{ 
Ittawa, Canada, January 23, 1975 


45 





Board of Directors 


eee 


G. K. BOUEY 


R. W. LAWSON 


J. G. BURCHILL 
R. W. CAMPBELL 
C. A. DAGENAIS 

W. R. JENKINS 

S. KANEE 

Dra AKE 

IC LANGS OC. 


PRE LEWIAS<©.C 


J. W. E. MINGO, Q.c. 
J. A. STACK 


J. TASCHEREAU 


A. WALTON 


Ex-officio 
S.S. REISMAN 


OTTAWA 
Governor 
Member of the Executive Committee 


OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 


NELSON-MIRAMICHI, N.B. 
CALGARY, ALTA. 
MONTREAL, QUE. 
CHARLOTTETOWN, P.E.I. 
WINNIPEG, MAN, 

RAMEA, NFLD. 
HAMILTON, ONT. 


TORONTO, ONT. 
Member of the Executive Committee 


HALIFAX, N.S. 
SASKATOON, SASK. 


QOUEBEG OUR: 
Member of the Executive Committee 


VANCOUVER, B.C. 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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Officers 


rare 


G. K. Bouey, Governor 
R. W. LAWSON, Senior Deputy Governor 


G. E. FREEMAN, Deputy Governor ALAIN JUBINVILLE, Deputy Governor 
*B. J. DRABBLE, Deputy Governor D. J. R. HUMPHREYS, Deputy Governor 
R. JOHNSTONE, Adviser J. N. R. WILSON, Adviser Jacques A. BussiéRes, Adviser 
L. F. MUNDY, Director of Administrative Operations G. HAMILTON, Secretary 


*On leave of absence as an Executive Director of the International Monetary Fund 


D. A. THOMPSON, Auditor A. ROUSSEAU, Chief Accountant 
D. G. WARNER, Assistant Auditor 


Securities Department 


D. G. M. BENNETT, Chief 


J. M. ANDREWS, Deputy Chief F. FAURE, Deputy Chief 
A. W. Nose, Deputy Chief V. O'REGAN, Securities Adviser 
H. JANSSEN, Assistant Chief J. M. McCormack, Assistant Chief 
|. D. CLUNIE, Assistant Chief J.D. G. A. Dusuc, Securities Officer 


J. E. ARSENAULT, Administrative Officer 


Toronto Division Montreal Division 
J. T. BAXTER, Chief J. CLEMENT, Chief 
T. Noét, Assistant Chief T. G. BOLAND, Securities Adviser 
J. KieRSTEAD, Securities Officer L. PELLAND, Securities Officer 


D. R. CAMERON — Vancouver Representative 


Research Department 


J. W. Crow, Chief 


*D.B. BAIN, Deputy Chief A. G. KEITH, Research Adviser 
D. R. STEPHENSON, Assistant Chief G. B. Gtoritux, Assistant Chief 
DorotTHy J. PowELL, Editorial Adviser A. C. MACKENZIE, Research Officer 
S. L. HARRIS, Research Officer J.-G. Turcotte, Research Officer 
T. Maxwell, Research Officer J. A. Coomes, Research Officer 
R. PARTRIDGE, Research Officer SHEILA I. BALATTI, Chief Librarian 


*Seconded for planning of new Head Office 


Department of Banking and Financial Analysis 
W.A. McKay, Chief 


*G. G. THIESSEN, Deputy Chief J. E. H. CONDER, Deputy Chief 
S. VACHON, Research Adviser W.R. WHitTE, Assistant Chief 
*). F. DINGLE, Research Officer R. L. Fett, Research Officer 
G.W. KING, Research Officer T. F. BRADY, Research Officer 


A. J. THOMSON, Research Officer 


*On leave of absence 
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International Department 
EDITH M. WuytTE, Chief 


J. S. ROBERTS, Assistant Chief A. C. LAMB, Assistant Chief 
A. F. PIPHER, Foreign Exchange Adviser — Toronto D. W. ADOLPH, Foreign Exchange Officer 
K. A. Wust, Foreign Exchange Officer — Montreal *D.E. Smee, Research Officer 
W. E. ALEXANDER, Research Officer R. F. S. JARRETT, Research Officer 


*On leave of absence 


Department of Personnel Administration 
ri A.D, Scorr, Chief 


G. A. LAFRAMBOISE, Chief, P.E. CLOUTIER, Chief, 
Manpower Planning & Development Division Compensation Services Division 
R. H. OSBORNE, Chief, A. JOHNSTON, Chief, 
Employment & Liaison Services Division Payroll Administration Division 


Department of Administrative Operations 
A.J. BAWDEN, Chief 


A.J. NORTON, Deputy Chief S. V. SUGGETT, Special Assistant 
J. M. E. Morin, Assistant Chief 
E. B. HODGE, Superintendent of Premises 


Currency Division Public Debt Division 
H. F. BUTLER, Chief R. F. ARCHAMBAULT, Chief 
L.G. Rowe, Deputy Chief R. F. PRITCHARD, Deputy Chief 


LUCILLE LAFRANCE, Accountant 


Secretary’s Department 


G. HAMILTON, Secretary 


C. R. TOusaw, Assistant Secretary G. B. May, Adviser, Management Systems & Planning 
IG. L. FREETH, Chief, Computer Services Division A. P. ADAMEK, Information Systems Adviser 
S.S. CARROLL, Curator, Numismatic Collection J. STEINHAUER, Chief, Translation Services 
D. G. WILSON, Records Manager L. TESSIER, Graphics Manager 


G.S. Watts, Archivist 


Agencies 


HALIFAX — E. L. JOHNSON, Agent 
SAINT JOHN, N.B.  G. H. SMITH, Agent 
MONTREAL _ J. E. R. ROCHEFORT, Agent 
R. MARCOTTE, Assistant Agent 
OTTAWA _ T.D. MacKay, Agent 
TORONTO _ D. D. Norwicu, Agent 
C. A. ST-Louls, Assistant Agent 
WINNIPEG — R.E. ROBERTSON, Agent 
REGINA J.C. FRASER, Agent 
CALGARY — H. Prowse, Agent 
VANCOUVER J.C. Nessitt, Acting Agent 


eee 
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Mr. Towers, the first Governor of the Bank of Canada, 
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Bank of Canada. 
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Mepruary 27th, L976 


Thestion, Donald S, Macdonald, P.C, , 
Minister of Finance, 

Ow ta wa’, 

Nearaviun., Macdonald. 

In accordance with 
the provisions of the Bank of Canada Act 
Iam transmitting herewith my report for 
the year 1975 and a statement of the 
Bank's accounts for this period, signed 
and certified in the manner prescribed in 


the by-laws of the Bank. 


Yours sincerely, 


Governor 
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General Observations 


ns. 


In Canada, as generally in the industrial world, 
the declining trend of economic activity that 
prevailed a year ago gave way in the course of 
1975 to renewed expansion. The upturn came at 
about the same time in the major industrial 
countries, dating from the spring in Canada and 
the United States, somewhat earlier in Japan, 
and somewhat later in Germany. A few 
countries, notably the United Kingdom and Italy, 
have so far not shared much in this improving 
trend, but it nonetheless seems clear that the 
world economy is now firmly set on a path of 
cyclical recovery from the deepest and longest 
recession of the postwar period. The extent of 
the recession in Canada was relatively limited 
compared with other countries. The decline 
in real GNP during the recession was about 14/2 
per cent in Canada compared with over 61/2 per 
cent in the United States and 54/4 per cent in 
Germany. Canada and Japan were the only 
major industrial countries in which the over-all 


output of goods and services at the end of 1975 
appeared to be as high as it was before the 
recession began. 

Another notable feature of 1975 was the 
moderating trend of inflation in the world at 
large. Though the decline in the general level of 
international commodity prices was Surprisingly 
limited for a period of such depressed levels of 
world economic activity, the pressures on 
domestic prices stemming from international 
trade abated sharply during 1975. More funda- 
mentally, the trend of domestic costs and prices 
in a number of major countries began to look 
much more favourable. This was especially true of 
Germany, Japan and the United States, which by 
the end of 1975 were experiencing rates of price 
increase in the 5 to 7 per cent range and trends in 
wages and salaries that appeared to be consis- 
tent with their improved price performance. Ina 
number of other countries, including Canada, 
much less progress was made in this respect. 
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Indeed, wage and salary increases in Canada 
escalated even further in the early part of 1975, 
and, as the year progressed, the rapid uptrend of 
costs was reflected in a growing divergence 
between Canadian and foreign price trends. The 
Government's recognition of the dangers inhe- 
rent in this situation was manifested in the 
programme of anti-inflation measures 
announced in mid-October... 

A third dimension of economic developments 
during 1975 was a remarkable reduction in the 
huge imbalances in the structure of world trade 
that had developed in 1974 as a consequence of 
the earlier quadrupling of the world price of oil 
and the booming demand and prices for 
foodstuffs and primary materials. The industrial 
countries taken together moved from a com- 
bined current account deficit of over U.s.$30 
billion in 1974 to an estimated deficit of some 
U.S.$5 billion in 1975. The counterpart of the 
improved position of the industrialized countries 
was a roughly comparable reduction in the large 
surplus of the OPEC countries as the volume of 
their oil shipments contracted and their imports 
rose sharply. Unfortunately, this striking shift 
towards greater balance in world payments was 
not shared by the poorer nations of the world, 
which found themselves caught in the pincers of 
high prices for oil and other imports and weak 
markets for their exports. 

Canada did not share in the general move by 
other industrial nations towards greater external 
balance, but experienced instead a_ large 
increase in its current account deficit. We were 
adversely affected by the same factors as other 
exporters of raw materials, while the relative 
strength of domestic demand in Canada com- 
pared with our major trading partners kept our 
imports at high levels. In addition to these 
cyclical influences, more permanent changes 
such as a rapidly increasing dependence on 
imported oil and growing debt service payments 
began to weaken our international balance on 
current account. Our current account deficit 
increased from about $14/2 billion in 1974 to 
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about $5 billion in 1975, and at the same time 
our rising costs of production were further 
worsening our competitive position in interna- 
tional trade. 

What stands out from this brief review is that 
economic developments in Canada have di- 
verged to an unusual extent during the past two 
and a half years from those abroad, and 
particularly from those in the United States. The 
divergence between Canada and the United 
States is shown in more detail in the charts on 
pages 24 and 25 of this Report. Whether 
measured in terms of the growth of money 
incomes, output or employment, the buoyancy 
of the Canadian economy has been matched by 
few other countries. The relative strength of 
output and employment was welcome, of 
course, but the price tag attached is turning out 
to be high. That price includes a distinctly less 
favourable evolution of our domestic costs and 
prices, and of our balance of international 
payments. 

A contributing factor to the divergence be- 
tween economic events in Canada and in the 
other main industrial countries was that from late 
1972 until well into 1974 the international 
economic environment developed in a way that 
was very favourable to us and very unfavourable 
to them. During that period the demand for 
foodstuffs and other primary products was very 
strong, and the prices of these commodities rose 
much more than the prices of manufactured 
goods. These circumstances added substantially 
to Canadian incomes and to the air of intense 
national prosperity that prevailed in Canada. The 
fact that the increase in income was initially very 
unevenly distributed served to strengthen greatly 
the scramble among groups in the country to 
share in it. The rising expectations of Canadians 
about the standard of living that they could attain 
were reinforced, and these expectations were 
not significantly dampened by the shock of the 
energy crisis that broke on the world at the end 
of 1973 because Canadians then regarded them- 
selves as being largely insulated from that event. 
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For some time now developments in interna- 
tional markets have been much less favourable 
to Canada, but the change has been gradual and 
has not correspondingly altered expectations. 
The scramble for unreasonably large increases in 
money incomes has persisted long after the 
passing of the fortuitous circumstances that at 
first seemed to provide some justification for it. 

Even in retrospect it is not easy to see how the 
large but temporary increment to incomes in 
Canada flowing from the world-wide boom of 
1973 could have been prevented from causing 
economic distortions of some magnitude. No 
doubt a better appreciation of the inflationary 
risks inherent in the situation and more restraint 
on aggregate demand would have helped. Be 
that as it may, the country is left with the serious 
problem of restoring order to its structure of costs 
and prices and to its balance of payments. 


* * * * 


The basic principle underlying Canadian 
monetary policy continues to be that the money 
supply should grow along a path capable of 
accommodating a satisfactory rate of real 
economic growth accompanied by some slow- 
ing in the rate of increase of prices. 

Until well into 1974, with economic activity in 
Canada still at full stretch and subject to intense 
spending pressures, the policy of the Bank of 
Canada had necessarily involved vigorous 
resistance to the economy’s strongly growing 
appetite for money and credit. This had resulted 
in a persistent upward movement of short-term 
interest rates, which in turn had moderated 
the previously over-rapid pace of monetary 
expansion. 

By the late summer of 1974, however, there 
were growing indications that demand pressures 
in the Canadian economy both for money and 
credit and for goods and services were at last 
beginning to fade in much the same way as they 
had faded some months earlier in the out- 
side world. In these circumstances the Bank of 
Canada’s concern about the trend of monetary 


expansion shifted: the problem became for a 
time one of trying to prevent too sharp or 
prolonged a slowdown in the rate of monetary 
growth. In the closing months of 1974 and early 
1975, Canadian interest rates fell sharply in 
response to rapidly changing market expecta- 
tions and a general weakening of demand 
pressures in credit markets - a decline accom- 
modated by the operations of the central bank. 
The undesired sluggishness of monetary growth 
in the latter part of 1974 soon gave way to a 
renewed spurt of rapid expansion in the early 
months of 1975. 

By the late spring of 1975 the resumption of 
rapid monetary growth had brought the money 
supply, defined as currency outside banks and 
demand deposits at the chartered banks, back up 
to a trend rate of increase (measured over the 
previous two years) slightly in excess of 10 per 
cent annually. Over the course of the summer 
the growth rate of the money supply accelerated 
strongly. With economic recovery apparently 
underway, the Bank came to the view that not 
only was the money supply growing at too high a 
rate, but also that Canada’s underlying inflation 
problems were rapidly building up to critical 
Proportions. Short-term interest rates were 
therefore allowed to move higher and early in 
September the Bank Rate was increased by three 
quarters of one percentage point to a level of 
9 per cent-in terms of past experience, an 
unusual action on the part of the central bank at 
such an early stage in an economic recovery. 

During November the Bank of Canada made 
public its views about how rapidly the money 
supply should be allowed to expand in Canada 
in the existing circumstances. Its views were 
expressed in terms of a range for the underlying 
growth rate of currency and demand deposits of 
not less than 10 per cent a year but not as high as 
15 per cent a year. The Bank also indicated that, 
for monetary policy to be consistent with the 
objective of gradually bringing down the rate of 
inflation over time, this range too would have to 
be lowered gradually over coming years. 





During much of the final quarter of 1975 and 
into the early weeks of 1976 the figures of money 
supply growth in Canada were greatly inflated 
by the effects of a nation-wide postal strike. In 
February, when it again became possible to get a 
useful reading of the figures, it appeared that the 
underlying growth rate of currency and demand 
deposits measured from the average level in the 
second quarter of 1975 was still on the high side. 

The need to keep the growth of the money 
supply under control has involved the mainte- 
nance of levels of short-term money market rates 
in Canada well above those in the United States, 
and unprecedented spreads of around four 
percentage points have recently emerged. The 
widening of these spreads in recent months has 
resulted mainly from a sharp fall in rates in the 
United States. In the past there has usually been 
a fairly close correspondence between short- 
term interest rate movements in the two 
countries owing mainly to the fact that underly- 
ing economic and financial conditions have 
typically evolved along broadly similar lines and 
financial markets in the two countries have 
many inter-connections. More recently, how- 
ever, the course of the Canadian economy has 
diverged remarkably from that of the United 
States, as noted above. Not only have trends in 
output, employment and prices diverged, but so 
have monetary and financial conditions. For 
some time now the demand for credit has been 
relatively much weaker in the United States than 
here, and the growth of the money supply in that 
country has been below, rather than above, the 
objectives set by the monetary authorities. In 
these circumstances it should not be surprising 
that a level of short-term interest rates in Canada 
that is higher than usual relative to U.S. rates is 
required to keep the money supply from 
expanding too rapidly. Nevertheless, market 
expectations that Canadian short-term interest 
rates would tend to follow U.S. interest rates 
appear to have been quite strong, and it has been 
necessary from time to time for the Bank of 
Canada to resist this tendency by keeping the 
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cash reserves of the banking system unusually 
tight. 


* * * * 
| have referred already to some of the 
background leading up to the major anti- 


inflation programme announced by the Gov- 
ernment in October 1975. It is of fundamental 
importance to the longer run welfare of all 
Canadians that the country manage to gear down 
the rate of increase in costs and prices — not just 
as a matter of international competitiveness but 
as an essential condition for economic, social 
and political stability. This must be accomplished 
one way or another; the only question is how. 

One answer sometimes given to this question is 
that the Bank of Canada should do the job 
through a sharp and immediate reduction of the 
growth rate of the money supply to a rate 
approximately in line with the sustainable real 
growth of the economy. If that were to happen, it 
is asserted, inflation would readily come to an end. 

The trouble with this prescription is not with 
the medicine but with the dosage, which would 
be so great that the patient would suffer 
excessively while it was working. It would 
sharply curtail the growth of spending on goods 
and services in the face of continuing large 
increases in production costs already built into 
the economy, and this would almost certainly 
result in extremely weak markets, widespread 
bankruptcies and soaring unemployment. It must 
be recognized that the annual rate of increase in 
average Canadian money incomes that is 
consistent with price stability is no higher than 
the trend rate of increase in national productiv- 
ity, which is usually put at around two per cent 
per year, and we are a long way from that 
situation. All sorts of existing arrangements, 
including virtually all wage contracts, are based 
on the assumption of some continuing inflation. 
The attempt to force as rapid a transition to price 
and cost stability as this prescription involves 
would be too disruptive in economic and social 
terms to be sensible or tolerable. 
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In my opinion it is much wiser to gear down 
inflation more gradually and over a longer 
period. Any programme to this end that is to 
have a chance of working must certainly be 
firmly based on fiscal and monetary restraint, but 
time must be allowed for the various elements of 
inflation now built into the economy to be 
eliminated. 

| also believe that in Canada’s present 
circumstances it is useful to supplement finan- 
cial discipline by direct action to restrain 
increases in incomes and prices. The price and 
income restraint programme exerts its influence 
on prices mainly through its impact on the 
various elements of cost (including profit) that 
enter into pricing decisions. Though it is 
essential to limit increases in all forms of income 
it must be recognized that the effectiveness of 
the programme will be largely determined by its 
success in moderating the increase in wages and 
salaries for the simple and inescapable reason 
that for the economy as a whole wage and salary 
costs are by far the largest element in prices. This 
approach can bring about the needed adjust- 
ment at less cost in terms of unemployment and 
lost output, and with less serious inequities, than 
would result from sole reliance on monetary and 
fiscal policies. It deserves the co-operation of all 
sectors of the community. 

| welcome the recognition by the Government, 
in announcing the programme, that success will 
depend crucially on keeping the over-all level of 
demand in the economy growing at a pace 
consistent with successively lower rates of price 
increase. This is vital not only for the programme 
to have the desired impact while it is in effect but 
also to avoid a resumption of inflation im- 
mediately afterwards. An all-too-common theme 
running through the history of similar experi- 
ments in other countries has been the undermin- 
ing of restraint by inappropriate monetary and 
fiscal policies. 

| believe that the contribution of monetary 
policy to the control of inflation requires the 
exercise of moderation and steadiness in expand- 


ing the quantity of money. While the rate of 
monetary growth must be adequate to support a 
satisfactory rate of real economic growth over 
time, allowing the quantity of money to expand 
too rapidly merely ensures that its value will 
eventually fall. If excessive monetary expansion is 
allowed to become a recurrent phenomenon, the 
decline in the value of money will occur at 
accelerating rates. This is what has in fact been 
happening throughout the world over a period of 
many years. The time is overdue to call a halt to 
this destructive process and to set a firm course 
aimed at reversing it, gradually but steadily, over 
the years that lie ahead. 

As | have already noted, the choice of a rate 
around which to try to stabilize the growth of the 
money supply at present must have regard to the 
high rate of inflation that now exists in Canada, 
but the rate of money supply growth should be 
steadily diminished in the years ahead as a key 
element in the programme to wind down 
inflation. | should also note that the pursuit of a 
policy of stable monetary expansion requires that 
interest rates and the exchange rate be allowed 
scope for such movement as may be needed in 
either direction, not only over the course of 
business cycles but also over shorter periods. 

Steadiness in the trend of monetary growth will 
help to combat instability in the rate of aggregate 
spending in the economy. If, in the short run, 
national expenditure rises faster in response to 
pressures of various kinds than the trend of money 
holdings, money will become more expensive 
and more difficult to borrow, and firms and 
individuals will be induced to moderate their 
spending. In this way short-term bursts of 
excessively rapid growth in aggregate spending 
will be moderated by stability in the rate of 
monetary growth. The opposite sequence of 
events will occur if the level of national 
expenditure slackens temporarily but the quantity 
of money keeps growing on trend. In relative 
terms money will become more plentiful, and 
thus cheaper and easier to borrow. Sooner or later 
this will encourage firms and individuals to 
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increase their spending again. Stable monetary 
expansion will thus be accompanied by contra- 
cyclical movements in interest rates. 

In recent years the monetary authorities in a 
growing number of countries have been moving 
towards a policy approach of this kind. Its main 
advantage is that it increases the prospects for 
stabilizing both the trend of output and prices 
over the longer run. In the past, the approach 
followed by most central banks was to try to offset 
undesired variations in national expenditure that 
were believed likely to occur in the immediate 
future by action which often involved wide 
swings in the rate of monetary expansion from 
one period to the next. Although intended to 
be stabilizing, this approach often had a 
de-stabilizing influence on the trend of expendi- 
ture growth in the economy. The reasons for this 
include the difficulty of making reliable short- 
term economic forecasts, the long and variable 
time lags involved in monetary policy, and the 
difficulty of making judgments about appropriate 
interest rate levels in periods when future 
inflation is expected. A further difficulty with this 
approach and one that limits the scope for using it 
as a Stabilization device is that any escalation of 
the rate of monetary growth must be fully 
reversed in due course if the longer run trend of 
monetary expansion is not to accelerate over 
time. Escalated monetary expansion may appear 
an attractive option in the short run, but the 
obvious danger, particularly in an already 
inflationary climate, is that if it is sizeable and 
prolonged it will intensify inflationary expecta- 
tions and behaviour. The reversal of the 
escalation will be difficult to achieve without 
adverse short-term effects on economic activity. 

The current approach to monetary policy does 
not of course mean that indicators other than 
monetary aggregates are being ignored but rather 
that considerably more weight is being placed on 
stability in monetary expansion than was formerly 
the case. Some of the practical aspects involved 
in implementing such a policy are discussed later 
in this Report. 
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Many factors in addition to monetary policy 
affect financial conditions in Canada, including 
interest rates and the exchange rate. Among the 
most important of these are the borrowing 
requirements of all levels of government. The 
total amount of new money borrowed by 
governments through the issue of securities (other 
than to the Canada and Quebec Pension Plans) 
rose from a little below $2 billion in 1973 to $7 
billion in 1974 and to over $10 billion in 1975. 
Included in these amounts were net placements 
of provincial and municipal securities abroad, 
which rose from about $7/2 billion in 1973 to $14/2 
billion in 1974 and to $34 billion in 1975. In 
early 1976 there was an unusually heavy 
concentration of foreign borrowing by provinces 
and this was undoubtedly a factor in the sharp 
upward movement of the Canadian dollar that 
occurred in the exchange market. 

An increase in borrowings by governments can 
be most readily accommodated without undue 
upward pressure on interest rates and without 
excessive monetary expansion during periods in 
which the growth of private spending and 
borrowing is slackening. Indeed, fiscal policy 
settings that involve increased borrowing re- 
quirements when private demands are cyclically 
weak can be an important element in helping to 
sustain economic activity. 

Once private spending and credit demands 
begin to expand again as economic recovery 
proceeds, there is both less need and less room 
for government borrowing. If such borrowing 
nevertheless remains at a high level it may be- 
come increasingly difficult to accommodate cred- 
it demands in total, private as well as public, 
within a framework of reasonable monetary 
expansion without substantial upward pressure 
on interest rates. Depending on the level of 
external interest rates, there may be a substantial 
diversion:of government and other borrowing to 
foreign markets resulting in upward pressure on 
the exchange rate as well, even with a very large 
balance of payments deficit on current account. 
Such a sequence of events could at some point 
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prejudice a healthy expansion of the Canadian 
economy. The Bank of Canada can reasonably 
be expected to see to it that inappropriately high 
interest rates or an inappropriately high ex- 
change rate do not arise from an unduly low rate 
of monetary expansion. However, the Bank 
should not be expected to attempt to deal with 
these matters by allowing the money Supply to 
expand at an excessive rate since that would 
only shift the problem back to the domestic 
inflation of prices and costs. 

Problems of this kind will be much easier to 
avoid if governments manage to reduce the size 
of their borrowing requirements as the private 
sector of the economy recovers. 


* * * * 


Discussions about reforming the international 
monetary system which have been carried on 
under the auspices of the International Monetary 
Fund over the past few years culminated in agree- 
ment on a number of major issues at a meeting 
of the Interim Committee held in Jamaica in 
January of this year. 

Agreement was reached on the basis for a new 
exchange rate system that makes provision 
within the IMF Articles for both fixed and floating 
exchange rates. This will allow, for the first time, 
the formal acceptance within the rules of the IME 
of the practice followed by Canada since 1970 of 
allowing its exchange rate to float. 

| believe that the agreement reached on the 
exchange rate system should be welcomed 
because it in effect recognizes that reasonable 
exchange rate stability depends much more on 
the ability of individual countries to maintain 
domestic economic stability than on the choice 
between fixed and floating rates. Exchange rate 
policies of both types should be and will be 
Subject to surveillance by the International 
Monetary Fund. 

There was agreement to abolish the official 
price of gold and to remove its special status in 
international transactions. What will happen to 
the role of gold in the international monetary 


system over the longer run seems to me to 
depend largely on the degree of success 
achieved around the world in controlling 
inflation. If there is not confidence that reserve 
currencies and the spr will retain their values 
reasonably well gold is likely to continue to be 
regarded by many countries as an asset worth 
holding. 

The IMF will return one-sixth of its gold holdings 
to member countries and will sell a similar 
amount for the benefit of developing countries. 
Profits from gold sales are to be used, along with 
voluntary national contributions, to support the 
establishment of a Trust Fund which will provide 
balance of payments assistance on concession- 
ary terms to countries with very low per capita 
incomes. 

Agreement was also reached on enlarging the 
resources of the IMF; the total of members’ 
quotas in the IMF is to be increased by one-third 
to SDR39 billion. Within this total, the relative 
share of the oil exporters as a group will be 
doubled while that of all other developing 
countries will not decline. While the share of the 
developed countries will be reduced the 
absolute amount of their quotas will rise. 
Canada’s quota will be increased from sDR1,100 
million to SDR1,357 million. Until the new 
quotas can come into effect access by member 
countries to IMF credit tranches will be increased 
by 45 per cent. The Special Oil Facility operated 
in the last two years will not be continued. The 
IMF has also decided to increase funds available 
under its Compensatory Financing Facility and 
to liberalize access to this facility by member 
countries. In these respects, and in establishing 
the Trust Fund, the IMF is shifting further from its 
original role of providing only temporary 
balance of payments support to that of extending 
longer term assistance to developing countries 
on concessionary terms. 

Where necessary these various decisions will 
be incorporated into amendments to the Articles 
of Agreement of the IMF for submission to the 
participating countries for acceptance. 
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Practical Aspects of Monetary Control 


Some of the practical problems involved in 
implementing a policy of stable money supply 
growth in Canada are discussed in this section. 

The first of these problems is the need to 
choose which of a wide variety of possible 
measures of ‘‘the money supply’ to use as a 
guide. 

One possibility is to focus primarily on a nar- 
row definition of the money supply that in- 
cludes only those forms of money used directly as 
a means of payment in settling transactions, such 
as currency and demand deposits. Alternatively, 
the definition can be broadened to include 
Savings and time deposits in bank accounts or 
broadened still further to include, for example, 
similar types of deposit balances at certain 
‘“‘near-bank’”’ institutions. In the United States the 
Federal Reserve Board tries to spell out its 
monetary growth targets not just in terms of 
currency and demand deposits, but also in terms 
of the associated growth rates for a number of 
more broadly defined monetary aggregates. In 


Germany, on the other hand, the main focus of 
attention is on the monetary base, which is the 
total of currency and deposit balances at the 
central bank held by the public and the 
commercial banks. 

The growth rates of all of these various mone- 
tary aggregates are related, and although they are 
all jointly influenced by the rate at which the 
central bank provides cash reserves to meet the 
requirements of the banking system, they can 
and often do follow paths that diverge consider- 
ably over time. The choice of a particular 


_ monetary aggregate to use as a guide is primarily 


a matter of selecting the one whose behaviour 
over time appears to be most systematically 
related to the trend of national expenditure and 
to short-term interest rate movements in a 
particular economy. It has nothing to do with 
alternative theories about the particular chan- 
nels through which monetary impulses exert 
their influence on spending behaviour in the 
economy. 
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There is little to choose in this regard between 
narrowly-defined and more broadly-defined 
measures of the money supply in Canada for the 
period prior to the 1967 Bank Act Revision. In 
recent years, however, the chartered banks have 
had much more scope than in the past to vary the 
interest return offered on savings and fixed-term 
deposits; at the same time the public has been 
provided with a much wider choice of compet- 
ing savings instruments, not only by the 
chartered banks but also by ‘‘near-bank’’ 
institutions and by government savings bonds 
and money market paper. As a result of these 
institutional changes it is now very difficult to 
find broad money supply measures whose 


behaviour appears to be closely related to that of 
Gross National Expenditure (GNE) and those 
short-term interest rates most directly subject to 
central bank influence. On the other hand, the 
growth of currency and demand deposits - a 
narrowly-defined measure of the money 
supply — bears a reasonably systematic rela- 
tionship over time to the growth rate of aggregate 
spending in the economy, as measured by the 
dollar value of GNE, as well as to short-term 
interest rates. 

The following chart shows the movements over 
recent years of the ratio of this narrow money 
supply measure to GNE and a similar ratio for a 
much broader definition of money. 





Ratios of Selected Monetary Aggregates to GNE 


Seasonally adjusted, quarterly average 


Lo 


1962 1964 I966 1968 


Currency and demand deposits 





1970 1972 1974 76 


Excludes deposits of the Government of Canada; includes foreign currency deposits held by Canadian residents. 
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On average since the beginning of the 1970s 
the relationship in Canada between the growth 
of the public’s holdings of currency and demand 
deposits (M1) and the growth of national 
expenditure appears to have been close to 
one-for-one in the sense that, other things being 
equal, the public has tended to increase its M1 
holdings by close to one per cent for each one 
per cent increase in the money value of GNE. The 
ratio of M1 to GNE has averaged close to 11 per 
cent over this period and its trend seems to have 
been declining very gradually if at all. 

It should be noted that currency plus demand 
deposits is not as comprehensive a measure of 
the public’s transactions balances in Canada — 
where cheques may also be drawn on certain 
types of interest-bearing savings accounts — as 
it is in the United States where virtually all 
chequable deposits are demand deposits. This is 





Ratios of Money Supply to GNE: 
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one of the main reasons why the trend rate of 
growth of m1 in Canada is substantially higher 
than that of M1 in the United States. The 
inclusion of these substantial but relatively 
slow-growing chequable savings account bal- 
ances in the Canadian figures results in a series 
much more like M1 in the United States, and with 
a comparably lower rate of growth over recent 
years, as can be seen in the accompanying chart. 

The existence of a rather stable average 
relationship between M1 and GNE in Canada over 
the longer run does not mean that their 
respective growth rates cannot diverge 
temporarily — and at times rather widely - 
over periods as long as a year or two. This is 
because M1 growth responds not just to the 
growth of GNE but also to changes in the level of 
short-term interest rates. 

A rise in short-term interest rates makes it more 
costly for the public to hold non-interest-bearing 
balances rather than interest-bearing time de- 
posits or similar financial instruments; as a 
result, a downward adjustment occurs in the 
average level of M1 that the public is willing to 
hold per dollar of GNeE. A decline in short-term 
interest rates has the opposite effect. These 
effects could alternatively be described as 
changes in the velocity of money. 

Thus during periods in which short-term 
interest rates have been rising, the growth rate of 
M1 has typically begun to slacken in relation to 
that of GNE and in time the ratio of M1 holdings to 
GNE has fallen. When short-term interest rates 
have been falling, the growth rate of M1 has in 
due course run ahead of that of GNE and the ratio 
of M1 holdings to GNE has risen again. This 
pattern of behaviour is readily apparent from the 
chart on page 18. 

The existence of these systematic relationships 
gives the Bank of Canada the means of 
determining the trend growth rate of M1. 
Individual members of the public are, of course, 
free to decide for themselves how much of their 
financial assets to hold in the form of currency 
and demand deposits, but the Bank of Canada 
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can exert a strong indirect influence on these 
decisions — and thus on the trend of M1 — by 
virtue of its ability, through its cash reserve 
management, to influence the level of short-term 
interest rates. If the rate of growth of M1 is too 
high the Bank can, by tightening the supply of 
cash reserves to the banking system, cause 
short-term interest rates to rise, which will 
restrain the growth of M1. If, on the other hand, 
M1 growth is too low, the Bank can loosen its 
control of cash reserves, thereby causing 
short-term interest rates to fall and the growth of 
M1 to be stimulated. 

It is evident from this framework of operations 
that the Bank of Canada cannot, in a given 
environment, pursue unrelated short-run targets 
for the money supply and for short-term interest 
rates. To take a view about one implies a view 
about the other. Because of that, the use of a 


18 


money supply target can be seen as throwing 
light on what the approximate level of short-term 
interest rates should be from one period to the 
next. 

Conflicting considerations enter into the choice 
of a target figure or figures around which to try to 
stabilize the trend rate of increase of M1 over 
time. A growth rate of M1 of no more than five 
per cent a year would probably be sufficient to 
accommodate a continuation of real growth in 
the Canadian economy at close to its longer term 
trend rate under conditions of price stability, but 
it would certainly be much too low in present 
circumstances of substantial ‘‘built-in’’ inflation. 
On the other hand, a growth rate of M1 of 15 per 
cent a year or more would probably involve 
accommodating in full a continuation of the 
recent pace of inflation. The Bank of Canada’s 
choice last year of an interim target range for M1 
of below 15 per cent a year but not below 10 per 
cent a year resulted from a balancing of these 
considerations. As indicated earlier in this 
Report, this range will have to be lowered over 
time if the rate of monetary expansion is to be 
consistent with a gradual reduction in the rate of 
inflation. The recent record of M1 growth in 
relation to its current target range and to its trend 
over earlier years is shown in the following chart. 

Particularly over periods as short as a few 
weeks or even months, the underlying trend of 
M1 growth in response to its basic determinants is 
often obscured to a greater or lesser extent by the 
impact of a variety of temporary random 
influences. In some cases the cause of these 
temporary disturbances is reasonably clear, as 
was the case when the mail service was 
interrupted in the spring of 1974 and again in the 
closing months of 1975. 

In the Bank’s view it would not be sensible to 
attempt to suppress month-to-month variations 
in M1 reflecting essentially short-run distur- 
bances of this kind by taking action that would 
involve sharp temporary fluctuations in interest 
rate levels. The Bank takes a broader view, 
looking at the underlying trend of M1 


eee 


Growth of the Money Supply (M1) since 1971 
Seasonally adjusted 
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15% trend line drawn through second quarter 1973 
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Lines indicating a 10-15% range are drawn from second quarter 1975 


growth — over a period of months rather than 
weeks — in relation to a target path it has in 
mind stretching some time into the future. One 
consequence of this approach is that substantial 
variations in the growth rate of M1 either above 
or below its target range may persist for a time 
before strong corrective action is taken. Pro- 
vided such deviations are not allowed to become 
cumulative over a lengthy period, however, their 
impact on spending behaviour in the economy is 
unlikely to be of more than marginal signifi- 
cance. 

It should be borne in mind that M1 will provide 
useful information for policy purposes only 
so long as the public’s behaviour with respect to 
its holdings of transactions balances per dollar 
of income continues to follow a reasonably 
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predictable pattern. It is possible that the 
public’s habits in this regard will change over 
time, perhaps in response to innovations in 
payments technology and in the characteristics 
of the various kinds of financial instruments 
offered by deposit-taking institutions and their 
close competitors. The Bank of Canada recog- 
nizes the need for careful monitoring of such 
developments and of their impact on the public’s 
behaviour. 
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Economic Developments 
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In the first few months of 1975 economic 
activity in Canada continued to display the weak- 
ness characteristic of most of 1974, but from 
the spring it began to show a gradual advance. 
As this Report is being written official estimates 
of the National Accounts for the fourth quarter are 
not available. However, the indications are that 
while real output in 1975 as a whole was virtually 
unchanged from the previous year, by the end of 
1975 total production had risen to about the 
previous peak attained in early 1974. 

Compared with the pace of recovery in the 
initial phases of expansion from previous 
economic slowdowns, the upturn in activity has 
been moderate to date. One major restraining 
element has been the slower pickup in exports 
than in earlier periods. Demand and output in 
the United States recovered vigorously in the 
latter part of 1975, but the improvement in the 
economies of most of our major trading partners 
overseas has been later or less rapid. Besides 
these external demand influences, the recovery 
of export volumes was restrained by domestic 


factors such as the phased reduction in the 
amount of oil sold abroad and supply limitations 
caused by work stoppages, particularly in the 
forest industries. Indeed, the record number of 
man-days lost through labour disputes in 1975 
appears to have exerted a pervasive drag on the 
pace of recovery. In contrast to the sluggishness 
of exports, domestic demand for final goods and 
services provided major support to the economy 
throughout 1975. As the year progressed, the 
advance in real final domestic demand was 
increasingly translated into gains in output as the 
negative impact of the shift towards inventory 
liquidation, an effect which was particularly 
pronounced in the early part of the year, tapered 
off. With prospects for a continued firming of 
demand abroad in 1976, and evidence that by 
the end of 1975 Canadian businesses had 
worked off a major part of their excess stocks in 
relation to sales, both exports and inventory 
demand should become elements of support in 
contrast to their major restraining influence on 
economic activity through most of 1975. 
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Major Economic Indicators 
Seasonally adjusted 


Domestic and foreign demand 
Billions of dollars, constant (1971) dollars 


118 
Les 
Lie 
109 
106 


103 


Income aggregates 
IQ 1973 = 100 
160 
140 


L20 


100 


1973 1974 1975 


“ Corporate profits, corporate capital consumption allowances 
and the inventory valuation adjustment. 





Real domestic product 
y Jan. 1973 = 100 







Employment 
Millions of persons 


Output per person employed 
IQ 1973 = 100 





Price deflators 
1Q 1973 = 100 





1973 1974 1g7S 76 


2) Goods and services 


eee 


The price deflator for Gross National Expendi- 
ture, the broadest measure of the price of 
Canadian production, rose during 1975 at a 
somewhat less rapid pace than in the preceding 
year, but still apparently by some 10 per cent. 
This reduction in the over-all rate of inflation 
was essentially attributable to a much slower 
advance in external prices rather than to an 
improvement in the performance of domestic 
costs. The sharp slowing in the rise of import 
prices, from more than 25 per cent during 1974 
to appreciably less than 10 per cent in 1975, was 
a key factor in reducing the rate of increase in 
consumer prices. However, in response to the 
upward pressure from domestic costs, the 
inflation over the year in the prices paid by 
Canadian consumers was still close to 10 per 
cent. 

Reflecting the close economic links within 
North America, developments in the Canadian 
economy have in the past borne a close 
resemblance to the pattern in the United States. 
As noted earlier in this Report, however, over the 
past two years Canada’s economic performance 
has shown some notable divergences, both in 
the pace of economic activity and in costs and 
prices. Many of these are illustrated in the charts 
on pages 24 and 25. 

The amplitude of both the cyclical economic 
contraction and subsequent expansion has been 
considerably greater in the United States than in 
Canada. The drop in U.S. real GNP from its peak 
in late 1973 to the low point in the first quarter of 
1975 was over 61/2 per cent. Output in Canada 
began to turn down about three months later 
than in the United States and also reached its 
trough in early 1975, but the over-all decline 
was only about 142 per cent. The major 
difference between the two economies was the 
extent to which final domestic demand was 
Sustained in Canada. Here, the volume of 
domestic spending on final goods and services 
continued to advance, whereas in the United 
States it fell by over 4 per cent. As a 
consequence, output and employment were 


much better maintained in Canada, although the 
difference in demand conditions between the 
two countries was also a major factor in the 
substantial deepening in the deficit in Canada’s 
external balance on current account. 

Already in 1974 domestic costs and prices in 
the United States were showing evidence of 
being less subject to upward pressure than in 
Canada, particularly in the area of wages. 
Average money wages in the United States rose 
during 1974 at about half the rate recorded here. 
However, in that year the differential impact on 
domestic prices was largely masked by the great- 
er cyclical downturn in labour productivity in 
the United States and the extreme price effects in 
both countries of the international commodity 
boom and oil price shocks. In 1975 international 
inflation was greatly reduced and output per 
worker recovered more in the United States than 
in Canada. In this environment the continuing 
divergence in the performance of underlying 
domestic costs showed up increasingly as the 
year progressed in a divergence in domestic 
rates of price inflation. 


Domestic and External Demand 

Reflecting the weakness in export demand and 
the initial sharp correction in inventories, Gross 
National Expenditure in current dollars rose at 
an annual rate of some 7 per cent in the first half 
of 1975, but for the remainder of the year the 
pace of advance was approximately twice as 
fast. During this latter period export demand 
showed some improvement, and while business 
inventories continued to decline the rate of 
liquidation remained fairly steady. Also, domes- 
tic spending on final goods and_ services 
expanded more rapidly - moving from an an- 
nual rate of increase of about 12 per cent during 
the first half of 1975 to above a 15 per cent pace 
in the second half. 

A corresponding, though more muted, second- 
half upswing also occurred in final domestic 
demand in real terms. In part, the faster advance 
reflected the strength of consumer spending, 
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Nominal Demand: Canada-United States 
Seasonally adjusted, IQ 1972 = 100 unless otherwise indicated 
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in particular a surge in buying of durables, 
including both cars and household items. 
Automobile purchases by Canadians reached a 
new record of close to a million units for the 
year, despite initially weak demand for the 1975 
models. In the last months of the year, car sales 
evidently received a temporary boost from heavy 
buying in Ontario in anticipation of the 
restoration of the 7 per cent sales tax that had 
been removed earlier in the year. With the sharp 
upturn in housing starts earlier in 1975, 
residential construction activity also advanced 
very strongly in the second half of the year after 
declining steeply through most of 1974 and into 
1975. The number of housing starts was very 
similar in 1974 and 1975, 220,000 and 230,000 
respectively, and quite close to official .target 
projections. Indeed, in the latter months of 1975 
starts were running at an annual rate of close to 
300,000 units. 

Reacting to the sluggishness of profits and 
generally low operating rates, business fixed 
investment outlays in 1975 registered only 
moderate growth in real terms, and unlike 
consumption and housing appeared to weaken 
as the year progressed. The total was sustained 
by the special strength apparent in the area of 
energy-related investment. Fixed capital forma- 
tion in other sectors of business activity fell off 
markedly. 

The fiscal outturn in 1975 was_ strongly 
expansionary at both the federal and 
provincial-municipal levels. Outlays on goods 
and services, that part of government spending 
entering directly into Gross National Expendi- 
ture, appear to have risen less rapidly than in 
1974. However, with further strong growth in 
transfer payments to persons and some selective 
tax cuts both federally and provincially, the 
over-all thrust of fiscal developments was to 
expand incomes and domestic demand. In 
combination with the dampening effect on tax 
collections from the generally slow pace of 
economic activity, the over-all outcome was a 
swing into record deficits at all levels of 
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government and substantially increased borrow- 
ing requirements. On a national accounts basis, 
the position of the government sector went from 
a surplus of about $2 billion in 1974 to a deficit 
of some $4 billion in 1975. 

In the face of the weakness of exports, and 
despite a slowing in the growth of imports in 
response to the sluggishness of total demand for 
much of the year, the deficit in the current 
account of the balance of payments was 
considerably larger in 1975 than in the previous 
year. The deficit in 1974 was just over $1%/2 
billion, but it widened sharply through the year 
to an annual rate of $4 billion in the fourth 
quarter; through 1975 it ran at an annual rate of 
about $5 billion. The increase from 1974 to 
1975 was due to a $2%/4 billion swing from 
surplus to deficit in merchandise trade and to a 
$1 billion increase in the deficit on service 
transactions. With demand better sustained in 
Canada than among our major trading partners, 
cyclically related influences were an important 
determinant of the weakening of our payments 
position. However, one additional major ele- 
ment was the adverse movement in our balance 
of trade in energy products. The shift from 
surplus to deficit in the balance on crude oil was 
only partly offset by the higher prices received 
for exports of natural gas. The increase in the 
deficit on services reflected a _ substantial 
widening in the deficit on travel account and 
continuing growth in debt service payments. 


Production and Employment 
As of the end of 1975 total output, as measured 
by Real Domestic Product, had increased by 
about 24/2 per cent from its low point in the 
spring. The recovery was, however, unevenly. 
distributed across both regions and industries 
For example, the adverse conditions affecting 
the forest and fishing industries had a marked 
restraining effect on activity in the Atlantic 
region and in British Columbia. In contrast, 
buoyant incomes from grain and mineral fuel 
production have sustained a high level of 
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economic activity in the Prairie Provinces. On 
an industry basis, a notable feature of the 
recovery period has been the sluggishness of 
goods production compared with the continued 
growth of the service-producing industries. At 
year-end non-farm goods production, which is 
much more cyclically sensitive than activity in 
the services sector, was still some 7 per cent 
below the rates reached in the spring of 1974. 
Weak demand, especially for exports, was 
clearly the dominant influence, although the 
effects of strikes were also strongly apparent - 
particularly in the latter part of the year. The 
dislocations resulting from the record number of 
man-days lost in 1975 were by no means 
confined to goods-producing industries, nor 
indeed to the private sector of the economy. 

Notwithstanding the decline in total output 
over the year to the spring of 1975, aggregate 
employment showed surprising buoyancy 
through this period. A divergence between the 
trend of output and employment is not unusual 
in periods of cyclical weakness, but on this 
occasion the drop in output per worker was 
particularly pronounced. In the second half of 
the year, labour productivity recovered rela- 
tively little, as the cyclical upturn in output was 
accompanied by further gains in employment. 

Growth in the labour force tended to slow after 
the spring of 1975 and the over-all unemploy- 
ment rate, which had begun to move up in the 
final months of 1974, reaching slightly over 7 
per cent by the spring of 1975, stayed virtually 
unchanged through the remainder of the year. 
Unemployment declined sharply ona seasonally 
adjusted basis in January 1976, but it is not clear 
to what extent this drop reflected underlying 
trends in labour markets.“ 





Beginning in January 1976 labour force data are based on the 
revised and more comprehensive survey which was introduced in 
1975 and which ran concurrently with the old survey for one year. 
The new survey will provide a considerable amount of additional 
valuable information on labour market developments. However, 
since back data from the new survey are only available for 1975 and 
adjustments to eliminate seasonal variation are not well established, 
short-run changes must necessarily be interpreted with considerable 
Caution. 


Incomes, Costs and Prices 

The slower rise in aggregate money incomes in 
1975 was due mainly to a less rapid advance in 
labour income. It is evident that part of this 
slowing in labour income stemmed from the less 
rapid rise in employment. Nevertheless labour 
income continued to rise faster than total 
national income. Typical rates of pay continued 
to rise very rapidly in 1975. While most of the 
broader measures of average earnings did rise 
somewhat less rapidly as the year progressed, it 
is not clear whether this represented an easing in 
the underlying trend or other influences such as 
shifts in the composition of employment. Newly 
negotiated wage settlements, the most direct 
available indicator of wage rate changes, were 
even higher through most of 1975 than in the 
previous year. Settlements under major collec- 
tive bargaining agreements (excluding construc- 
tion) provided for average annual increases in 
base rates over the life of contracts of close to 17 
per cent, compared with about 14 per cent in 
1974 and under 10 per cent in 1973. Taking 
account of the potential impact of cost-of-living 
clauses, both the 1975 and 1974 numbers would 
be more than a percentage point higher still. A 
new element in 1975 was the very large increase 
in the size of newly negotiated wage settlements 
in the non-commercial sector. For several years 
previous, base rate settlements in this sector had 
averaged slightly below those in commercial 
industries, but in 1975 they were some 5 
percentage points higher. The difference would 
be less, but still appreciable, if account were 
taken of the more widespread use of cost-of- 
living clauses in the commercial sector. 

The effect of the compensation guidelines of 
the Anti-Inflation Program announced in mid- 
October could not be expected to be discernible 
in available measures of aggregate earnings, 
given the short space of time that has elapsed. 
The operation of the Program with regard to 
compensation should in principle be recorded 
most promptly in the statistics on newly 
negotiated wage settlements. In fact, settlements 
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in the fourth quarter of 1975 were lower than for 
any other quarter after mid-1974. However, it is 
not clear at this stage to what extent the 
introduction of compensation guidelines might 
have affected the size of negotiated settlements 
in the final months of 1975. 

Nor is there any basis at the present time for 
commenting on the possible effect of the 
anti-inflation guidelines on the behaviour of 
other forms of income in the final months of 
1975. After declining moderately through the 
recession, corporate income appears to have 
increased somewhat with the upturn in the 
economy in the second half of the year. The 
accrued net income of farm operators apparently 
stayed relatively flat in 1975. Total gross farm 
income continued to increase on account of the 
larger grain crop and higher prices for some 
commodities such as hogs and dairy products, 
but the rise in expenses kept abreast of gains in 
receipts. 

Industry selling and wholesale prices, which 
had begun to rise less rapidly in 1974 reflecting 
the easing of basic commodity prices, continued 
to advance at a slower rate in 1975. However, 
the increase of about 9 per cent for the aggregate 
of industry selling prices was still high by 
historical standards. Although demand condi- 
tions were generally soft, the extent of the price 
slowdown was limited by energy and labour cost 
increases. 

Over the 12 months to December 1975 the total 
Consumer Price Index rose 94/2 per cent. This 
was the first annual change of less than 10 per 
cent since early 1974 and represented an 
appreciable deceleration from the 1214/2 per cent 
rise during 1974. A major element in the slowing 
was the considerably less rapid rise in food 
prices, although the deceleration in Canada was 
not so marked as in the United States. Energy 
prices increased faster than in 1974, under the 
impact of further upward adjustments of domes- 
tic oil and natural gas prices towards interna- 
tional levels, but the prices of goods other than 
food and energy items rose less rapidly. Both the 
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trend of import prices and the desire to reduce 
inventories probably contributed to this de- 
velopment. In contrast, the increase in the cost of 
services continued to accelerate during the year. 
By the end of 1975 the index of the price of 
consumer services was 1114/2 per cent higher than 
a year earlier. 


Rates of Increase in Domestic Prices 
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Financial Developments 





The broad strategy of monetary policy was 
discussed in the first section of this Report. In this 
section the movements of monetary aggregates 
and of interest rates are described in more detail, 
and there is a discussion of credit flows to major 
borrowers. 


Monetary Aggregates and Interest Rates 
During the course of 1974 the demand for 
money and credit moderated as the growth of 
aggregate income slowed. By the late summer of 
that year interest rates in Canada, as in the 
United States, had begun to decline, and in the 
last half of the year monetary expansion, as 
measured by the rate of growth of currency and 
demand deposits (M1), decelerated sharply. The 
Bank of Canada responded to these changing 
conditions by managing the cash reserves of the 
banking system so as to facilitate the downward 
adjustment in interest rates and encourage a 
resumption of monetary expansion. In mid- 
November the Bank Rate was lowered by one 
half of one percentage point to 87/4 per cent. The 
decline in short-term interest rates in Canada 
was interrupted briefly late in the year, but there 


was a further sharp fall in rates over year-end 
and during the opening weeks of 1975, partly in 
response to developments in the United States 
and Europe. Rates on 90-day finance company 
paper, for example, declined from about 101/2 
per cent in December to about 84/2 per cent in 
January. The Bank Rate was lowered by another 
one half of one percentage point to 81/4 per cent 
in mid-January, and this was followed by further 
downward movements of administered rates by 
banks and by other financial institutions to the 
lowest levels since late in 1973. The banks’ 
prime lending rates declined from 1114/2 per cent 
in late 1974 to 9 per cent by early March while 
the rates on non-chequable personal savings 
deposits were reduced from 91/4 per cent to 64/2 
per cent; in the money market, the 90-day 
finance company paper rate declined sharply to 
6/4 per cent. 

Despite continued weakness in the growth of 
aggregate income in the first quarter of 1975, this 
dramatic reduction in interest rates contributed 
to a resumption of very rapid growth in currency 
and demand deposits during this period. As 
shown in the chart on page 33, which plots 
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the level of money holdings (narrowly-defined) 
as well as the ratio of this aggregate to Gross 
National Expenditure in money terms, this burst 
of rapid monetary growth early in 1975 reversed 
much of the decline that had occurred in the 
trend of monetary expansion relative to the 
growth in income over the previous year or so. 

In the light of the evidence that the downward 
adjustment in interest rates had proceeded far 
enough the Bank of Canada’s approach to the 
provision of cash reserves to the chartered banks 
had become more restrictive and beginning in 
March interest rates again began to move 
upward. Initially the upward movement was 
rather moderate, but it occurred in the face of a 
continued decline in U.S. short-term rates until 
about mid-year. By the summer a turnaround in 
U.S. money markets and the strengthening pace 
of economic activity in Canada had begun to 
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exert renewed upward pressure on short-term 
rates. This upward trend in interest rates was not 
resisted by the Bank of Canada because of its 
growing concern that the money supply was 
again expanding too rapidly. Indeed in the three 
months ending in August, M1 grew at a 
seasonally adjusted annual rate of 25 per cent. In 
early September the Bank Rate was raised from 
8/4 per cent to 9 per cent, and the main 
borrowing and lending rates set by financial 
institutions were also adjusted upward by similar 
amounts. The banks’ prime lending rates were 
increased to 93/4 per cent and the rates paid on 
non-chequable savings deposits at banks were 
moved up to 74/4 per cent while similar 
adjustments were made in personal term deposit 
rates at both banks and near-banks. Between 
June and September the 90-day finance com- 
pany paper rate rose from 74/4 per cent to about 
9 per cent. 

In the fourth quarter the Bank’s operations were 
directed towards maintaining the levels of 
short-term interest rates within the higher range 
established in the autumn: The combination of 
this policy stance and an apparent continuation 
of the strong growth in aggregate income 
resulted in short-term rates moving up somewhat 
by year-end despite the downward pressure 
exerted by a renewed decline in rates in the 
United States. At the end of December typical 
90-day finance company paper rates were at the 
9%/s per cent level while similar instruments in 
the United States were yielding about 53/4 per 
cent. The main influences affecting money 
supply in the fourth quarter were not so much 
these movements in income and interest rates 
but rather the interruption to mail service 
between late October and early December. This 
development severely distorted the normal 
pattern of payments and led to a temporary 
ballooning in the public’s holdings of money 
balances. As a consequence, the narrowly- 
defined money supply in November was on 
average about $850 million larger than in 
October on a seasonally adjusted basis. 
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It took some time after the end of the mail strike 
for these influences to reverse themselves since 
many payments were further delayed by the 
Christmas season, but by early February it was 
evident that the effects of these distortions had 
been unwound. Measured over the whole period 
from the second quarter of 1975 through to 
February, the annual rate of increase of M1 was 
of the order of 15 per cent, somewhat above the 
range that was being pursued. 

Long-term interest rates followed much the 
same pattern as short-term market rates during 
the first nine months of 1975, although the 
upward movement during the second and third 
quarters, as with the earlier downward move- 
ment, was somewhat less pronounced; yields on 
long-term bonds increased by about 14/4 percent- 
age points over this latter period compared with 
nearly 24/4 percentage points on short-term 
money market instruments. In the mortgage 
market, the decline in rates during the opening 
months of the year was also very marked, 
reflecting the reduction in deposit costs at major 
institutions as well as seasonal influences. 
Thereafter, as mortgage financing activity began 
to pick up strongly, rates began to rise and 
continued on an upward trend until early in the 
fourth quarter, when rates on conventional 
residential mortgages reached a range of 
12-124/4 per cent. 

During the final months of the year long-term 
interest rates tended to edge downward, largely 
reflecting developments in U.S. financial mar- 
kets. Mortgage rates followed the same general 
pattern. This movement in long-term rates 
continued into the opening weeks of 1976. 
Short-term rates also declined over year-end but 
during February both short-term and long-term 
rates levelled off and some money market rates 
moved up again. By the end of February the 
typical rate on conventional residential 
mortgages had declined to 11%/4 per cent. 

The following chart compares the recent 
movements in a number of different monetary 
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Currency Outside Banks and Chartered Bank 
Deposits Held by the Public’” 


Seasonally adjusted 


Billions of dollars, monthly — Ratio scale 


Currency and demand deposits 





. Currency, demand and other 
24 _ chequable deposits 







7% 





Ce 
20 
18 7 
Currency and total Canadian 
dollar deposits 
60 
SS) 


Total’? 


STS 1974 {SIZS 76 


Trend lines are based on the average rate of growth from 
2nd Q 1973 to 2nd Q 1975. 


‘ Excludes deposits held by the Government of Canada. 
Includes foreign currency deposits held by Canadian residents. 


aggregates, including currency and demand 
deposits. The trend rates of growth of the broader 
aggregates have been higher than for the narrow 
definitions; however, unlike the narrow aggre- 
gates, the rate of growth of the broad aggregates 
has not accelerated since the latter part of 1974. 
Indeed, the growth of these broad measures has 
if anything decelerated somewhat. The broad 
definitions of money supply tend to be strongly 
affected by changes in the extent and pattern of 
financial intermediation. During the two years 
prior to 1975 the portion of total credit which 
flowed through financial intermediaries was 
higher, and the banks’ share of that business 
larger, than in 1975. 


Credit Markets and Financial Institutions 

With demands for credit increasing throughout 
the year, the total amount of funds raised by 
major non-financial borrowers in credit markets 
over the year as a whole was somewhat larger 
than in 1974. As shown in the table on page 36, 
there were some important shifts both in the 
sectoral demands for funds and the ways in 
which these demands were met in 1975. 
Borrowing by the federal Government (which is 
discussed in detail in the following section of 
this Report) declined only slightly from the high 
level recorded in the previous year. Unlike 
1974, however, when a very large part of the 
increase in total funds raised by other borrowers 
was accounted for by the private sector, in 
particular non-financial businesses, the increase 
in borrowing in 1975 was more than accounted 
for by the financing activity of the provincial and 
municipal governments and their enterprises. 

Within the private sector the volume. of 
mortgage borrowing, after slackening in the last 
half of 1974 and early 1975, rose sharply and 
reached a record high for the year as a whole. 
The sharp recovery in new housebuilding in the 
second half of the year was a major factor but 
there was a substantial pickup in the turnover of 
the stock of existing houses as well. Consumer 
credit outstanding grew at about the same pace 


over 1975 as in 1974, with a large part of the 
increase also occurring during the second half of 
the year as a consequence of the upsurge in 
purchases of automobiles and other consumer 
durables. Borrowing by non-financial businesses 
in 1975, on the other hand, was well below the 
record amount of funds raised in 1974. This 
reduced demand for financing, despite some 
decline in corporate profits, reflected the very 
moderate growth in business investment in 
1975, compared with the previous year. 
Moreover businesses relied much less heavily on 
bank loans and other short-term sources of 
financing in 1975 and turned to the long-term 
bond market for a much higher proportion of 
their requirements for funds in an effort to 
lengthen the term structure of their debt. 

Financing activity of the provinces and 
municipalities and their enterprises increased 
very considerably during 1975. In contrast with 
private business, fixed investment outlays by 
provincial enterprises continued to rise strongly 
and the deficit at the provincial-municipal level 
widened very sharply. Virtually all of the 
increase in this sector’s financing requirements 
was met through the issue of bonds. 

The high levels of long-term financing by 
non-financial businesses and by provincial and 
municipal governments resulted in record levels 
of new Canadian bond issues being placed both 
in Canada and abroad; in total these borrowers 
raised nearly $4%/ billion through net new bond 
issues in this country and about $4 billion in 
foreign markets. The total amount of borrowing 
through new bond issues was_ substantially 
greater in 1975 than in the two previous years 
combined and the proportion of these funds 
provided by non-residents increased. 

The increased borrowing in foreign markets in 
1975 was in part the result of a substantial 
widening of long-term interest rate differentials 
between Canada and the United States after the 
first quarter. This wider differential also attracted 
foreign investment in outstanding Canadian 
bonds. Further encouragement to corporate 
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Funds Raised by Major Non-financial Borrowers 











Billions of dollars 
1973 1974 1975 
Non-financial Businesses 
Increases in loans 
CHATTOFEC SA NKS? 2 Scene ene ee eet nk oe 3.8 4.3 6 hy 
CUSTAITISLITUTL ONS: kee re 2a eee etree ine cena. les Dee 0.4 
Net new issues 
DOTS 21s ICC eal rAC clna come mane ace kaa yc eee a 0.8 ihe 2.0 
=—— TISSUE AD LOAC a eat re eo ak, eee 0.0 0.1 0.4 
CLOCKS cc cues elelaet ete Ae ae Cet a NC eon Re 0.4 0.4 0.7 
SOMME TIT DaDel ue sed yar el peer owe ae ae. eae 0.0 1.6 0.3 
mech investinent (ron aOrOad leet ett be nee OCF 0.6 es 
Oa leer tie we ee IEG itunes ie are aca dee Dl age ere 7.0 TOs 7.6 
Mortgage Borrowers‘? 
Trust aneunorteage loamcompamics pa. see oe cee Pag 2.4 De, 
EN ATICTOO Dall KS las eee eae, Wn Te ie Ys Sa eh Ge Ty es 
Dthemonivate i AStitulionsmeudnc seer ae tens ee ee we 2.4 3 
Ota eee ee Oe ne ee ei a nae GS 6.1 6.5 
Consumers 
Gihaiterecaliksmeauiae eae erika ban ene ene eee cone, ee. 1.9 23 
COPE TSOUECOS. een rerun Gh, cae asec. Ledeen dx) Bun oN ee ak Tal 0.9 0.8 
Celle cow eee ee eb ena Soe, eee ni ae EDS We 0 cial 2.8 2.9 3 
NOt er VALeCDOnLOW lhl oameaceeanit or wc ache ee, frat oh wi att 16.1 19.3 gC: 
Provinces and Municipalities 
Net new bond issues 
HUGE HLASECIAV LOE OCS eetn ten eter te te ergs oe F 1.0 2 1.4 
OLE TASSUeS Ih alrAC Al wee ei aie Be cee ee Once ae ie 4 2.4 
Tees U ete ele] ae le Rate tae Rea et, ebeot Ne mete Figen nrc a aT ore BT aed 0.6 1.6 ooo 
Net treasury bills and short-term paper issues ............ = hy = 10) Oe 
GHATETEC Dali |G alist cin ete te ee ee nee te ed 0.4 O02 0.4 
dice | Ie ee Cae ON ae ce er ee nk Canney ne eee a3 4.5 8.0 
Government of Canada 
Net new issues 
PT EASOIV EDITS eee ace ero meee CP. tomy SRhn Ae 0.6 0.9 0.6 
Canadian dollar marketable bonds 4.4. 3... 8445... — 0.2 0.8 Ou7 
Canada Savings Bonsante teen eins ee here Oia — 0.4 2.4 eee 
CALC OE ated pie ee ee Ee Been neers eae ha a — 0.1 4.2 4.0 
BO LAL CENA Tite phe ae ener meena cs aa ns ee 19.4 27.9 29.3 
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‘ These are principally mortgages secured by residential property. The figures exclude net mortgage lending by governments and their agencies, 
notably CMHC, which is reflected in the financing requirements of the respective governments. 

‘ Includes mortgage loan companies associated with chartered banks. 

‘? Includes government enterprises. Loans from the Government of Canada are excluded. 
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borrowers to seek foreign sources of funds was 
provided by the removal of the 15 per cent 
federal non-resident withholding tax on new 
issues of corporate bonds of five years and over. 

The sharp rise in borrowing in long-term capital 
markets abroad in 1975 was large enough to 
finance most of the growth in the current 
account deficit, which rose from $1.6 billion in 
1974 to about $5 billion in 1975. During the first 
eight months of the year, and especially in the 
second quarter, the Canadian dollar tended to 
weaken. In the remaining four months of the year 
the Canadian dollar strengthened, largely as a 
result of the very heavy volume of sales of 
Canadian bonds abroad. This trend continued 
into the first two months of 1976 as the pace of 
foreign borrowing increased, and the Canadian 
dollar rose above the level that had prevailed at 
the beginning of 1975. 


Short-term capital transactions in 1975 gave 
rise to very large net capital inflows in the first 
quarter, and on balance some outflows during 
the remainder of the year. Although the 
differential between short-term rates in Canada 
and the United States widened dramatically after 
the first quarter, the incentive for short-term 
capital to flow into Canada was largely offset by 
the increased cost of forward U.S. dollars on 
hedged transactions. 

Net inflows from non-residents amounted to 
more than $44, billion in 1975, about $3 billion 
more than in the previous year. While U.S. 
investors continued to be the largest source of 
foreign funds entering Canada, a significant 
volume of funds from OPEC countries was also 
invested in Canada as these countries sought to 
diversify their investments across a broader 
range of maturities, currencies and debtors. 
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Major Assets of Financial Institutions” 


Billions 
of 
dollars 

Dec. 1975 


Deposit-taking institutions 
Giiaiteledioenks | ae cern en A ener ce 
Trust and mortgage loan companies 
and Quebec savings bank ............... 
Credit unions and caisses populaires ....... 


Sth ae remree Cte tee ek ml! ha Cee 


Contractual savings institutions 
Life insurance companies ................ 
EO Tsd ONIILIN GS eMac ve er teal had ys cat 


“C1 CSIC6) Re ara ae a ae Re ne a 


Sales finance and consumer 
PAN COUMIPANICS Nats teh kL eee 





Figures for December 1975 are estimated, except for banks. 





Annual rates of change 


Years Half-years™ 
Dec. 1973 Dec. 1974 Dec.1974 June 1975 
to to to to 
Dec.1974 Dec.1975 June 1975 Dec. 1975 
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®) Seasonally adjusted except for trust and mortgage loan companies and sales finance companies. 


“) Canadian dollar major assets; average of Wednesdays. 
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The counterpart to the very large amount of 
direct bond market financing and the heavier 
reliance on foreign sources in 1975 was a 
relative decline in the importance of financial 
intermediation. In contrast to 1974, when 
private financial institutions in total had pro- 
vided fully two thirds of all funds raised by major 
non-financial borrowers, these institutions 
supplied just over half of the funds raised in 
1975. This decline in intermediation was almost 
entirely accounted for by reduced flows through 
the banking system. The rate of growth of the 
banks’ Canadian dollar major assets slowed to 
13 percent in 1975 from about 19 per cent in the 
two previous years. The other deposit-taking 
institutions, however, grew somewhat more 
rapidly in 1975 than in the previous year, in,line 
with the acceleration in the growth of mortgage 
loans and the continued fast growth in consumer 
loans which together account for the bulk of 
their assets. 

The slowdown in the expansion of the banking 
system was shared by most asset categories. 
During the latter part of 1974 the banks had 
added very substantially to their holdings of 
Canadian liquid assets. In 1975 they responded 
to the more restrictive cash reserve settings by 
reducing these assets through the first nine 
months of this year; however, there was some 
rebuilding during the fourth quarter, and over 
the year as a whole liquid asset holdings were 
about unchanged. As a result, the ‘‘free’’ 
Canadian liquid asset ratio declined by nearly 
14/2 percentage points to about 8 per cent at the 
end of 1975. As mentioned earlier, businesses 
reduced their borrowing and relied much less 
heavily on bank loans in 1975 than in the 
previous year; chartered bank business -loans 
increased by 13 per cent in 1975 compared with 
20 per cent in 1974. Bank lending to consumers 
continued to expand at much the same rapid 
pace as in the previous year, with strength 
particularly evident in the second half of the 
year. On the other hand, growth in their 
mortgage loan portfolios slowed somewhat from 
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the high pace that has prevailed in recent years. 
Nevertheless, the banks’ share of financing in 
both of these markets continued to increase 
appreciably. 





Chartered Bank Selected Assets 


Sanagian liquidassets .....+..¢0ho0.) st 
(Canadian liquid assets, and other 
short-term Canadian assets) 


Loans, mortgages and other investments . 
Canadian dollar loans 
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Memo: 


Bank business loans and foreign currency 
loans to residents plus commercial paper 
and bankers’ acceptances 
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“Seasonally adjusted. 


Billions 

of 
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Dec. 1975 
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Annual rates of change 


Years Half-years‘” 

Dec.1972 Dec.1973 Dec.1974 Dec. 1974 June 1975 
to to to to to 

Dec. 1973 Dec.1974 Dec.1975 June1975 Dec. 1975 





‘) Canadian liquid assets plus short-term paper and chartered bank instruments; not seasonally adjusted. 


‘3 Month-end. 
‘# Excludes short-term Paper; not seasonally adjusted. 


) Includes short-term Paper issued by Canadian financial institutions affiliated with foreign banks. 
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Bank of Canada Operation 
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This section of the Report provides a summary 
record of the operations of the Bank related to 
the implementation of monetary policy and to its 
Operations as agent for the Government of 
Canada, both in the management of the public 
debt and in connection with the activities of the 
Exchange Fund Account. 


Monetary Policy Operations 

As has already been indicated elsewhere in the 
Report the Bank of Canada managed the cash 
reserves of the banking system and conducted its 
Open market operations during 1975 and early 
1976 with a view towards achieving rates of 
monetary expansion that would accommodate 
economic expansion with some slowing in the 
rate of inflation. 

A record by reserve period of the excess cash 
reserve positions of the chartered banks as a 
group, of advances to chartered banks and of 
purchase and resale agreements with money 
market jobbers appears in Appendix Table II. 


Taken by themselves these figures provide only a 
partial insight into the policy followed by the 
Bank. For various reasons, the response of the 
banks to a particular level of excess cash 
reserves varies from one averaging period to 
another and thus there is no precise relationship 
during a period between the level of excess cash 
reserves and the changes in bank deposits and 
assets. Factors that influence the response by 
banks include expectations about the trend of 
interest rates, which may encourage banks to be 
more or less aggressive in acquiring or disposing 
of securities, the strength of the demand for loans 
and the unevenness of the distribution of 
reserves among banks. Moreover, in making its 
day-to-day decisions about the appropriate level 
of excess cash reserves the Bank reacts 
continuously to developments in the securities 
market and to what it sees happening to the 
growth of bank assets and bank deposits. 

Open market operations, that is, the purchase 
and sale of securities in the market by the Bank 
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of Canada, are often used for purposes other 
than the management of cash reserves. Market 
operations may be conducted to bring a more 
direct influence to bear on interest rate de- 
velopments in the market. On occasion pur- 
chases or sales of securities, or switches of some 
maturities for others, may be made in order to 
facilitate current or prospective Government of 
Canada debt management operations. Other 
techniques must be used to offset any undesired 
effects of open market operations on the level of 
cash reserves. Some of the more interesting 
periods in which open market operations were 
implemented other than solely for cash man- 
agement purposes are described below along 
with references to cash reserve management. 

On December 30, 1974 the Bank announced a 
reduction in the minimum secondary reserve 
ratio from 7 per cent to 6 per cent. In the period 
immediately following the announcement the 
Bank of Canada purchased in the open market 
$232 million of treasury bills, absorbing about 
half of the secondary reserve assets freed by the 
reduction. As has already been noted in the 
previous section, the Bank Rate was cut from 83/4 
per cent to 81/4 per cent effective January 13, 
1975. The reduction followed a decline in 
short-term interest rates that had been occurring 
over the previous few weeks. In the second half 
of January short-term interest rates continued to 
drop sharply paralleling a similar movement in 
the United States and the Bank moved to tighten 
its provision of excess cash reserves to the 
banking system in order to moderate the rate of 
decline. Bankers’ acceptances purchased by the 
Bank in December to assist cash management 
over the seasonal peak in note circulation were 
allowed to run off and were not replaced and a 
portion of the treasury bills that had been 
acquired following the secondary reserve reduc- 
tion were fed back into the market, primarily by 
net reductions to the Bank’s holdings at the 
regular weekly tenders. 

In February the Bank of Canada continued to 
maintain a restrictive excess cash reserve policy 


42 


and the decline in interest rates came to an end. 
On February 28th, a further reduction in the 
minimum secondary reserve ratio to 54/2 per cent 
was announced and the consequent increase in 
bank liquid assets was partially offset through 
open market purchases of some $119 million of 
treasury bills by the Bank and through cash 
management policy. In mid-March, a deteriorat- 
ing market environment developed at the time of 
a new offering of Government of Canada bonds 
and the Bank provided substantial support to the 
market by buying for cash $84 million in short 
and medium-term bonds, including two of the 
issues contained in the new offering and not 
delivered until April 1st. Excess cash reserve 
settings were also eased at this time. In April the 
upward pressure on interest rates intensified and 
both cash reserve management and open market 
operations were designed to moderate the pace 
of this change in rates. In this period the Bank 
concentrated its open market operations in the 
treasury bill market with net purchases of $130 
million. 

In May interest rates stabilized and even 
declined a bit. The Bank intensified a switch 
programme initiated in April of selling short and 
medium-term bonds against the purchase of 
nearby maturities. During the month $51 million 
of these switches were completed. As well as 
providing some resistance to downward pres- 
sures on interest rates, the switches built up the 
Bank’s portfolio of nearby maturities for debt 
management purposes and provided some term 
lengthening for the market. They also served to 
improve trading activity in the market for 
Government of Canada bonds. 

In June renewed upward pressures on interest 
rates began to emerge and these pressures 
continued through the summer. In this period the 
Bank acted on occasion to moderate the pace of 
the upward movement in interest rates, but its 
over-all policy with respect to cash management 
and open market operations was designed to let 
interest rates move up in a reasonably orderly 
manner. 
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The Bank Rate was increased from 81/4 per cent 
to 9 per cent effective September 3rd. The size of 
the increase was interpreted by the market as a 
clear signal of a further tightening of monetary 
policy and generated an immediate sharp 
upward movement in interest rates. In order to 
moderate this movement in rates the Bank eased 
its cash reserve posture for a short while and 
added substantially to its bill holdings at tender 
and in the open market. 

In mid-September short-term interest rates 
began to turn down and early in October the 
Government of Canada bond market began to 
strengthen. In response to these developments 
the Bank of Canada embarked on a programme 
_ of bond switches involving some lengthening of 

term for the market. As the month progressed 
and the downward pressure on interest rates 
intensified the Bank became an outright seller of 
_ bonds for cash and this selling continued into the 
_ first week of November. Over this period the 
| Bank sold $162 million in short and medium- 
| term bonds against a similar amount of very 
short-term bonds and sold outright for cash a 
further $149 million in short and medium-term 
bonds; the Bank also reduced its holdings of 
| treasury bills at the weekly tenders. This 
_ Programme was complemented by a tighter 
_management of chartered bank excess cash 
_feserves, an offset of which was to generate 
strong inventory financing pressures on money 
market jobbers, particularly in the latter part of 
_ November and in December. 
_ In December the Bank purchased both treasury 

bills and bankers’ acceptances. These purchases 
| were related almost entirely to partially offset- 
_ting the seasonal increase in note circulation that 
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Early in 1976 substantial downward pressure 
on interest rates again appeared. To counter this 
pressure the Bank tightened its cash mManage- 
ment policy sharply and sold $177 million in 
short and medium-term bonds for cash to the 
market through January and early February. To 
provide additional resistance to the declining 
trend of interest rates the Bank at times reduced 
its holdings of treasury bills at the regular weekly 
tenders. 

The monthly record of Bank of Canada 
transactions in Government of Canada securities 
and bankers’ acceptances during 1975. is 
presented in Appendix Table Ill. In 1975 the 
Bank’s par value holdings of Government of 
Canada bonds, treasury bills and bankers’ 
acceptances increased by $745 million. This 
increase includes net open market operations as 
well as changes associated with new issues of 
treasury bills and bonds and net transactions 
with Government accounts and other clients. 

Open market operations accounted for $452 
million of the total increase in the Bank's 
holdings of securities. A net amount of about 
$610 million in treasury bills was acquired by 
the Bank in the open market during 1975 and 
the Bank was a net seller of about $60 million 
of Government of Canada bonds. These figures 
do not reveal the extent of bond switches con- 
summated with the market during the year, 
which amounted to $273 million. The largest 
portion of these switches, as noted earlier, 
involved the Bank of Canada buying very 
short-term bonds that were scheduled to mature 
in 1975 and early 1976 against other issues 
maturing generally in 1 to 5 years. The Bank’s 
holdings of bankers’ acceptances declined by 







“occurs towards year-end. In order to avoid 
encouraging any downward movement in short- 
term interest rates a lesser amount of bankers’ 
/acceptances was purchased than during the 
same period of the previous year. All of the 
bankers’ acceptances acquired in December 
plus a small amount acquired in early January 
had matured by mid-February. 


about $98 million in 1975. 

The Bank of Canada increased its holding of 
foreign currency assets by $513 million over the 
year as a result of temporary swap transactions 
with the Exchange Fund Account. The Bank uses 
such temporary swap transactions to assist in its 
management of cash reserves and to provide 
flexibility in the timing of its transactions in 
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Government of Canada securities. For example, 
on occasions where the Bank was a heavy net 
seller of bonds in the market the immediate 
effect of such sales on the level of chartered bank 
cash reserves was offset through increases in 
the amount of the temporary swaps with the 
Exchange Fund Account. On the other hand, 
the Bank’s net acquisitions of bonds on the 
occasion of four of the five new marketable bond 
issues in 1975 and on the occasion of the new 
issue dated February 1, 1976 led to reductions in 
the amount of temporary swaps. 


Debt Management 

In 1975 Government of Canada financing 
involved a net increase of $4,005 million in the 
par value of its outstanding Canadian dollar 
securities and a reduction of $1,537 million in its 
Canadian dollar cash balances. 

A net total of $570 million was raised through 
additions to the outstanding amount of treasury 
bills, of which $495 million was obtained 
through additions to issues of 3-month and 
6-month treasury bills and $75 million was 
raised through additions to two of the four 
one-year treasury bill issues offered at quarterly 
auctions. 

Over the year the outstanding amount of direct 
marketable bonds of the Government of Canada 
payable in Canadian dollars increased by $768 
million. (Details are given in Appendix Table IV.) 
The Government borrowed in the bond market 
on five occasions, four of them at the maturity of 
outstanding issues. On three of these occasions 
the Government raised funds in excess of the 
amount of maturing issues, while on December 
15, 1975, $325 million of bonds were sold 
against a maturing issue of $334 million. On 
August 15, 1975, when there was no maturing 
bond issue, the Government raised $400 million 
in new funds. 

Of the amount of new marketable bond issues 
sold in 1975, 33 per cent was in the form of 
short-term maturities (due in three years or less), 
45 per cent in medium-term maturities and the 
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remaining 22 per cent in long-term bonds. On 
July 1st, a $100 million issue maturing in 1994 
with a 91/2 per cent coupon was offered. That 
issue was reopened on August 15th for an 
additional $100 million. On October 1st, a $150 
million issue maturing in 1995 with a 10 per cent 
coupon was sold. The latter issue was also 
reopened on December 15th for an additional 
$175 million. In addition bonds with extendible 
options were offered on three occasions. The 
average term to maturity of outstanding unma- 
tured marketable direct and guaranteed bonds 
shortened by one month over the year to five 
years, three months. 

The terms of the 1975/76 series of Canada 
Savings Bonds were announced on September 
11th. This series offered investors a nine-year 
bond with interest of 83/4 per cent in its first year 
and 94/2 per cent in each of the remaining eight 
years for an over-all yield to maturity of 9.38 per 
cent. The bonds proved very attractive to 
investors and the series was withdrawn from sale 
effective the close of business November 14th. 
Gross sales of the new issue less redemptions in 
the fourth quarter amounted to $3,242 million 
and at the end of 1975 the outstanding amount 
of Canada Savings Bonds was $2,667 million 
higher than a year earlier. 

Holders of an issue of 74/4 per cent marketable 
bonds due December 15, 1975 had the option in 
the six month period from December 15, 1974 to 
June 14, 1975 to exchange their holdings into an 
equal par value of 8 per cent bonds maturing 
December 15, 1985. In total, $116 million of the 
bonds were exchanged, leaving $334 million of 
the original issue to mature in December 1975. 

In March 1975 the Government cancelled $1 
million of 94/2 per cent bonds due June 15, 1994 
and $7 million of 54/2 per cent bonds due August 
1, 1980 which it had previously acquired under 
the purchase fund provisions of these issues. In 
September the Government redeemed at matur- 
ity the remaining U.S.$28 million of a 2%/4 per 
cent bond issue originally issued on September 
Ta23950; 
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Foreign Exchange Operations 

In 1975 the Canadian dollar traded in a slightly 
wider range than in 1974, falling from a high of 
U.S.$1.0095 at the beginning of the year to a low 
of U.S.$0.9615 in mid-August and rising again to 
U.S.$0.9843 by year-end. It continued to 
strengthen in the first two months of 1976 and at 
the end of February was U.S.$1.0140. 

As agent for the Exchange Fund Account of the 
Minister of Finance, the Bank of Canada 
operated in the foreign exchange market to 
smooth short-run fluctuations in the exchange 
rate of the Canadian dollar. These operations 
accounted for most of the U.s.$500 million net 
decline in Canada’s official reserves that 
occurred in 1975. Other factors that contributed 
to the decline in reserves were a U.S.$27.8 
million repayment of a Government of Canada 


bond issue which matured in September and, 
owing to a decline in the value of the spr in 
terms of the U.S. dollar, a reduction of U.s.$99.5 
million in the U.S. dollar value of Canada’s 
holdings of gold and other sprR-denominated 
assets. In addition, Canada completed in 1975 
an undertaking made in 1974 to make a 
maximum of Cdn.$300 million available to the 
International Monetary Fund’s oil facility. This 
had the effect of reducing Canada’s official 
holdings of U.S. dollars by u.s.$132.4 million 
and of increasing its holdings of spr- 
denominated assets by a like amount. At the end 
of 1975 Canada’s total official holdings of 
international reserves stood at U.S.$5,325.6 
million. There was an increase of U.s.$552 
million during the first two months of 1976. 
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Exchange Rate and Official Reserves 


Spot exchange rate (daily) 
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Changes in official reserves during the month 
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Cdn. $ in U.S. funds 


1.02 


1.01 


1.00 


2 A | 


98 


oF 


aS 


Millions of U.S. dollars 





Serr OCT. NOV. 
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APPENDIX TABLE I 


Bank of Canada Assets and Liabilities 
a oe eae eee Te 


Monthly changes, millions of dollars 





Government Net Investment _—_ All other Note Canadian dollar deposit liabilities 
of Canada foreign in Industrial assets circulation Chartered Government Other 
securities at currency Development (net) banks of Canada 
book value _assets Bank‘? 
1975 
January ane) S: ga be 20 —184 —49]1 +294 at eS =e 
February nee aes —150 aril + 60 — 7 =" 55 ee: —G 
_ March +164 + 17a ae = (KONA +166 + 74 — te 
April LU = a W +26 ap P45 tl7 + 24 =e +24 
May G3 eee ed PONE aplO 28 Cage Vie aut, 2G 
"june + 5 +199 +7 A ae eX: | rr -18 
“july +134 =O) 405 = 7007397) ee 01 MEraee 7 ne eed 
August +319 —242 +9 moe eto INA ete. Bee oa +18 
- September +122 =e + 35 + 74 — 13 — 4 —16 
~ October +10 + 74 50 0 ee. aE ALY a= WATE ed 
| November 20 +146 - = 190 +134 aes Sse, send 8a. 
_ December —144 +642 2 - + 82 +604 + 90 —116 ee 
“Total +830 «+514. +64 = 56 | +994 +387 + 9 ~40 
| 1976 
January —289 1235 —40 +141 —661 27 = 16 7 





® Includes changes in Bank of Canada holdings of IDB capital stock and debentures. On October 2, 1975 the Federal Business Development Bank 
began operations and Bank of Canada holdings of the capital stock of the IDB in the amount of $79 million were purchased by the Government of 
Canada. 
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APPENDIX TABLE II 


Chartered Bank Cash Reserves 





Millions of dollars unless otherwise indicated 





Total Average Required Average Number 
minimum holdings minimum holdings of of 
cash of Bank Bank Bank juridical 
requirements of Canada of Canada of Canada days in 
notes deposits deposits period 
1975 
January 1-15 2,636 10 
Haare 5550 947 2,603 2,624 12 
February 1-15 2,567 10 
“ee oly 5070 2 041 DA 10 
March 1-15 2,649 10 
fake 3,542 924 2,618 jae 10 
April 1-15 2,059 11 
Waar bye Pe 905 2,624 7 668 11 
May 1-15 2 627 11 
een S425 924 DS8 5 2,630 10 
June 1-15 2,683 10 
neane 3,600 Be 8. 2,647 2,680 11 
July 1-15 2,618 10 
are S250 993 2 Oe 2,628 12 
August 1-15 2 O74 tl 
“ae Boley 1,023 2039 D671 10 
September 1-15 2,641 10 
er 3,620 1,031 27569 2,628 11 
October 1-15 2,661 10 
Hae 3,628 1,004 2,624 2,664 12 
November 1-15 Di Oe 9 
ena alee 1,024 Aone 2.654 10 
December 1-15 2,764 Te 
fe aie fo? AB) ie vay iets: 2,769 10 
1976 
January* 1-15 Ose 10 
rae 4,062 1,030 3,032 3,049 11 
February* 1-15 4,019 EZ 2;002 2,025 10 





* Preliminary. 
{) Advances to banks and Purchase and Resale Agreements with money market dealers summed and divided by number of juridical days. 
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Excess cash reserves 
Cumulative 

excess reserves 

at end of period 


aN 
No 
Oo 


iS) 
o>) 
©o 


| 308 
































Average excess 
reserve ratios 


Advances to chartered banks and PRA. outstanding 
Number of days outstanding 
Advances 


PRA 
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Advances 


PRA 
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APPENDIX TABLE Ill 


Bank of Canada Net Transactions in Government of Canada Securities 
Delivered basis, par value in millions of dollars 


Net purchases from (+) or net sales to (—) investment dealers and banks 

















Treasury Bonds‘” Bankers’ Sub-total Securities 
bills 3 years 3-5 5-10 Over acceptances” of bills under 
andunder years years 10 years and bonds PRA 
and bankers’ 
acceptances 
wo i ee ee SS Se eS ee 
1975 
January sie be alk te, - - - —140.3 — 8.8 - 
February a2 5,020.0 - - - - + 45.0 ae 
March a> hole +14.5 - - - - +144.7 - 
April a Ld) eet oO =) 5.5) yt 42-6 - - an (even Py fee 
May oe POM OS etal bays! se bole: - - - ae eee AD = fee 
June + 25.2 - - _ _ - + 25.2 - 
July + 7.4 — 9,7 _ - - - —- 2.3 - 
August eo ya aU) - ~ ~ - + 25:5 - 
September am a1oi 9) +14.4 =) Sigs, = = - ap GM, +) 2 
October {ee ee 10.0) —26.5 — 8.2 ~ ~ =e Oe/ 3 [eo 
November 9b v= 902 ORS - - - Ou. se ee 
December to Oe) ~ ~ ~ + 42.8 Te OOLO — oom 
Total TOL.) ea o4D 00397 604 Bee eee +452.3 + 14.4 
1976 
January - —65.3 —27.5 ~ ~ — 33.3 —126.1 — 14.4 





‘ Classified by years to maturity at time of transactions. 
) Includes maturing bankers’ acceptances. 


vs 


rs’ Acceptances 





























Net transactions with Government and other client accounts 
| Purchases ( ) aie meee” TONE architec iran Ch | Net change in holdings 
of new issues or net sales to (—) of Government of Canada securities 
less matured Government and bankers’ acceptances 
holdings and client accounts 
Bills Bonds Bills Bonds Bills Bonds Bankers’ Total 
acceptances 
= 21eo - — tele ge: na Ale 8 By + 21.4 aay Les y- —140.3 =L37el 
1.6 - Ae a el = lees rei) ie Sif - mers, 
+ 43.2 - — 20/0 a td) 153.5 + 10.6 - +164.1 
+ 54.7 fal Olad hes: 714.5 a Pade! aslelens, - 25d 
Sige ae Pa) - et) 2 sow F448) — 56.4 =~ 3.4 - ae i) 
30:3 - — 47.4 == l3k6 TPuLGrl = 13.6 - ark Weds 
e+ 90.2 ae spe les] care WAN! — 27.4 Oey, + -OZeG - + 13055 
Pa | 20.0 — 64.0 arabe lee: + 94.6 +e20070 - +331.4 
+118.5 sl 6 <= ayes) ei Pans. abi be be} ro sO ar Oe: ap li/sorke, 
aa 2.9 +145.8 =e bier Does 6 =~ 67.2 + 78.4 by eed + 17.4 
me 78.2 - = /4:3 = 10:0 e420) op he is) + 15.4 + 44.8 
+ 42.0 meO0-0 — 41.8 Sis) ip ene. rel WAG ies te eo —129.4 
+535.4 O20 bo2.5 = ose +498.4 +342.3 96.1 +744.6 
a - 17 /.4 _ =193:5 100-8 — 34.7 saan pte M8, 


Ss, 


APPENDIX TABLE IV 


Government of Canada Direct and Guaranteed Marketable Securities*: 
New Issues and Retirements 








Date in Issues offered Term to Yield to Millions of dollars par value 
1975 maturity maturity Amount Amount 
delivered retired 
Issues payable in Canadian dollars - direct 
Feb. y Treasury bills 364 days 6.32 150 150 
Mar. 1 gf 
Apr. 1 61/4% Feb. 1, 1978 2 yrs. 10 mos. 6.40 wis, 
61/4% Apr. 1, 1980 BY iS. 6.61 250 
42D 425 
May 9 Treasury bills 364 days 7.45 200 175 
July 1 7% Dec. 1, 1976 1 yr. 5 mos. 7.30 50 
742% July 1, 1978 3 yrs. 7.50 50 
72% Oct. 1,1979° 4 yrs. 3 mos. 50 400 
912% June 15, 19940”? 18 yrs.1142mos. 9.27 100 
600 435 
Aug. 8 Treasury bills 364 days 8.20 200 150 
Aug. 15 712% Feb. 1, 1978 2 yrs. 54/2 mos. 7.95 75 
712% Oct. 1, 1979° 4 yrs. 14/2 mos. 8.08 205 
916% June 15, 199400GY 18 yrs. 10 mos. 9.79 100 
400 
lets 9% Feb. 1, 1978" 2 yrs. 4 mos. 9.18 200 
9% Oct. 1, 19809 5 yrs. 9225 200 
10% Oct. 1, 19950” 20 yrs. 10.24 yt60 
550 430 
Nov. 21 Treasury bills 364 days 8.87 150 150 
Dec. 15 812% Dec. 15,1978 3 yrs. 8.65 150 
10% Oct 1995 19 yrs. 94/2 mos. 10.08 175 
525 334 
Total bonds 2,400 OS 
Total treasury bills* __700 625 
Issues payable in Canadian dollars - guaranteed 
Dec. 30 7G 
Issues payable in foreign currencies - direct and guaranteed 
Apr. 15 08) 
June 15 6 
Sept. 15 2920) 
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(10) 
(11) 
(12) 


(13) 


(14) 
(15) 
(16) 
(17) 


(18) 
(19) 
(20 


a 


Excludes three-month and six-month treasury bills. 


Cancellation of $1.1 million 942% June 15, 1994 bonds and $7.1 million 542% August 1, 1980 bonds held by the Purchase 
Fund. 

In addition to $200 million 644% April 1, 1980 already outstanding. 

In addition to $350 million 7% December 1, 1976 already outstanding. 

In addition to $525 million 742% July 1, 1978 already outstanding. 

Exchangeable at option of holder from January 1, 1979 to June 29, 1979 into an equal par value of 5 year 83/4% bonds dated 
October 1, 1979 and due October 1, 1984 giving a combined average yield of 8.05% for the full 9 year 3 month period 
commencing July 1, 1975. 

In addition to $148.9 million 942% June 15, 1994 already outstanding. 

These bonds are eligible for purchase by the Purchase Fund created June 15, 1974. 

Exchangeable at option of holder from January 1, 1979 to June 29, 1979 into an equal par value of 5 year 834% bonds dated 
October 1, 1979 and due October 1, 1984 giving a combined average yield of 8.38% for the full 9 year 142 month period 
commencing August 15, 1975. 

In addition to $400 million 742% October 1, 1979 already outstanding. 

In addition to $248.9 million 942% June 15, 1994 already outstanding. 

These bonds are eligible for purchase by the Purchase Fund created June 15, 1974. 

Exchangeable at option of holder on or before October 31, 1977 into an equal par value of 9% bonds due February 1, 1980 
yielding 9.11% for the 4 year 4 month period commencing October 1, 1975. 

Exchangeable at option of holder from January 1, 1980 to June 30, 1980 into an equal par value of 5 year bonds dated October 1, 
1980 and due October 1, 1985 giving a combined average yield of 9.35% for the full 10 year period commencing October 1, 
1975. 

The Government of Canada will operate a purchase fund for this issue. 

In addition to $150 million 10% October 1, 1995 already outstanding. 

These bonds are eligible for purchase by the Purchase Fund created October 11975. 

Cancellation by purchase funds of the following Canadian National Railway bonds: $1.8 million of 5% May 15, 1977; $2.0 
million of 53/4% January 1, 1985; $3.5 million of 5% October 1, 1987. 

Partial redemption at par of U.S. pay 5% October 15, 1987 for Sinking Fund. 

Maturity of Canadian National Railway Company 234% U.S. bonds issued June 15, 1950. 

Maturity of 2%/4% U.S. bonds issued September 15, 1950. 


he. 























1975 1974 
(thousands of dollars) 

INCOME 

Revenue from investments and other income ................... $629,411 $518,293 

EXPENSE 
| ES ee ro tr a er a $ 15,974 $ 13,800 
_ Contributions to pension and insurance funds ................... 3,902 3,962 
BP erciaif Expenses? oo. ccc ce ee ec nee eecvec cence cceu. 1,305 1,200 
EE Oa DE ee ha nw, ee Si 32 
Meuditors’ fees and expenses ...........0.0 ccc ec ecececccccce, 143 142 
faxes ~ municipal and business .............00cccccceceeeeee. 2,339 1,958 
MS COTS RO bio cod alice a ed srortegocorse lic eee... 12,126 8,448 
_ Data processing and computer costs ..........-.000000-0-020... 1,459 Visa 
_ Maintenance of premises and equIpMeNC= Metec: vccct my sth es teas tore toss 
Meme Ot PUDLICAtIONS: 6 aa, oe. eee esc veces coeucceeceuce, 429 410 
Meter printing and stationery ...............0.cccecececececeey 536 514 
OT NE rr re 320 341 
MMMMMEMEUUITICAUONS 005.0 e sc ie sees setie cesses c.... 498 417 
Meme nc staff transfers ©. 0... cee cee cece ec cuceccccceucce... 645 529 
ia hind seh oo o'k hae Gahlbualcaes ce 2,508 765 
TE EMNSCS osc oo oe cb ve cs ov eee ccc ce eceecccc see. 561 460 
| $ 44,653 $ 35,682 
_ Depreciation on buildings and equipment .................0-0-. 1,301 1,304 
| NET INCOME PAID TO RECEIVER GENERAL FOR CANADA...... 583,457 481,307 
| $629,411 $518,293 








() 


BANK OF CANADA Statement of Income and Expense 


Year Ended December 31, 1975 
(with comparative figures for 1974) 





in 1974, 


(2) P : : : Ae : ; 
Includes cafeteria expenses, retirement allowances, overtime pay, educational training costs and medical services. 


The number of staff averaged 1,403 in 1975 and 1,354 in 1974; the approximate number of employee years worked was 1,408 in 1975 and 1,385 


of 


BANK OF CANADA Statement of Assets and Liabilities 





as at December 31, 1975 
(with comparative figures for 1974) 


ASSETS 


Deposits payable in foreign currencies: 


Pounds stertingand USA. dollars ce sce ea es 
POTMeEBELNTONCICS: taece tia. eas hae ere etc ete 


Cheques drawn on other banks ....................-. 
Advances to chartered and savings banks ............. 


Accrued interest on investments ...................-- 


Bills bought in open market, not including 


treasury bills, at amortized values................... 


Investments — at amortized values: 


PeAS RY LIS OlRe data eeu. shes cases ye 6 0 a re er 


Other securities issued or guaranteed by 


Canada maturing within three years ............... 


Other securities issued or guaranteed by 
Canada not maturing within three years 


Debentures issued by Industrial Development Bank 


Securities issued by the United Kingdom 


ana the United states OT AMeNCa 62. . ccs Pek ees 
CEE TRE CUIP It OS ag anthesis eh ee ea 


Industrial Development Bank: 
Total issued share capital, at cost (Note) 


Bank premises: 
Land, buildings and equiprnent at cost 


less accumulated depreciation ...............0005- 


Net balance of Government of Canada collections 
and payments in process of settlement ............... 


Other assets 


58 


CG Ce) 6,0) -0, 6 0.87 6) 6 “0 


e580 2 € @ 8 68 ewe RD le A A ee ee eS G8 es eee 8 8 8 ee eee 8 





1975 1974 
(thousands of dollars) 

$ 13,715 $ 7,699 
497 347 
14,212 8,046 
151,314 182,544 
— 8,000 
147,627 127,174 
44 066 139,741 
2,081,381 1,590,310) 
2,804,058 2,020,078 
2,923,088 2,859,628 
1,029,528 891,960 
1,079,045 570,039 
2,633 2,633 
9,919,733 8,443,246 
— 73,000 
55,002 44,727 
161,295 155,132 
2,623 2,504 
$10,495,872 $ 9,184,117 





























LIABILITIES tY7o 1974 














(thousands of dollars) 
Be ALTIAIC US yen neh eee ee ee ee $ 5,000 $ 5,000 
LG CU Se BT ete eee eee 25,000 25,000 
Re Feees AY CHVCUN ALON 205 o.oo secs, scene oo ew sd Shh hese, 7,203,052 6,290,476 
Deposits: 
Pemeuiinent ot Canada to. 88 tt eee el hk 26,639 16,695 
OIA Greer ce 00) irae c ese Ut See Boat Pea ue 2s 2,748,456 2,361,274 
<1 AETE cea 3 E Ro  erra alle aoa 63,342 101,319 
2,838,437 2,479,288 
Liabilities payable in foreign currencies: 
Prorat Ol Canada o0 eee. Se aoe ok vine cick 7-4lo 1,681 
Con EE? tO oe Ce Le 284 197 
7,699 1,878 
Bank of Canada cheques outstanding ...................... 269,147 373,369 
MMMM TADINIULES fie ee yh seca ov ac nn Boe he 67,537 9,106 
$10,495,872 $ 9,184,117 





NOTE: The audited financial statements of the Industrial Development Bank as at October 1, 1975 showed an equity of $116,740,116 at which date the Bank of Canada’s 
investment in the share capital was $79,000,000. After the coming into force of the Federal Business Development Bank Act on October 2, 1975, the Minister of 
Finance, as provided in the Act, authorized payment out of the Consolidated Revenue Fund to the Bank of Canada of an amount equal to the par value of the 
outstanding shares of the Industrial Development Bank held by the Bank of Canada. 


Governor, G. K. BOUEY Chief Accountant, A. ROUSSEAU 
nee ere Nee et ee ot ee eae Ais Ne wee 


Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 
1975 and the statement of income and expense for the year then ended. Our examination included 
a general review of the accounting procedures and such tests of accounting records and other 
Supporting evidence as we considered necessary in the circumstances. 
In our opinion these financial statements present fairly the financial position of the Bank as at 
December 31, 1975 and the results of its operations for the year then ended. 


PAUL-ANDRE MICHAUD, C.A. G. I. CRAIG, C.A. 
de la firme Samson, Bélair, Cété, Lacroix et associés of the firm Price Waterhouse & Co. 


Ottawa, Canada, January 22, 1976 
59 
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Board of Directors 


$$ 


G.K. BOUEY OTTAWA 
Governor 
Member of the Executive Committee 





R.W. LAWSON OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 


J. G. BURCHILL NELSON-MIRAMICHI, N.B. 
R. W. CAMPBELL CALGARY, ALTA. 
C. A. DAGENAIS MONTREAL, QUE. 
W. DODGE OTTAWA, ONT. 
W.R. JENKINS CHARLOTTETOWN, P.E.I. 
W. A. JOHNSTON WINNIPEG, MAN. 
S.G. LAKE RAMEA, NFLD. 
J. G. LANGS,Q.c._ HAMILTON, ONT. 
J. W. E. MINGO,Q.c. HALIFAX, N.S. 
J. A. STACK SASKATOON, SASK. 


J. TASCHEREAU + QUEBEC, QUE. 
Member of the Executive Committee 


A.WALTON VANCOUVER, B.C. 
Member of the Executive Committee 


Ex-officio 


T.K.SHOYAMA OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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Officers 


ee 
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G.K. Bougey, Governor 
R. W. LAWSON, Senior Deputy Governor 


G. E. FREEMAN, Deputy Governor ALAIN JUBINVILLE, Deputy Governor 
*B. J. DRABBLE, Deputy Governor D. J. R. HUMPHREYS, Deputy Governor 
**R JOHNSTONE, Adviser J. N. R. WILSON, Adviser 
JACQueESA. BussiéRes, Adviser W. A. McKay, Adviser 
L.F. MUNDY, Special Adviser J. S. ROBERTS, Secretary 


*On leave of absence as an Executive Director of the International Monetary Fund 
**On leave of absence as Executive Director of the Anti-Inflation Board 


D. A. THOMPSON, Auditor A. ROUSSEAU, Chief Accountant 
C.J. GODDING, Deputy Chief Accountant 


Securities Department 


D.G. M. BENNETT, Chief 


J. M. ANDREwS, Deputy Chief : F. FAURE, Deputy Chief 
A.W. Noste, Deputy Chief V. O'REGAN, Securities Adviser 
H. JANSSEN, Assistant Chief J. M. MCCORMACK, Assistant Chief 
|. D. CLUNIE, Assistant Chief N.Ciose, Securities Officer 
Toronto Division Montreal Division 
J. T. BAXTER, Chief J. CLEMENT, Chief 
T. Noét, Assistant Chief L. PELLAND, Securities Officer 


J. KiERSTEAD, Securities Officer 


D. R. CAMERON — Vancouver Representative 


Research Department 


J. W. Crow, Chief 


*D.B. BAIN, Deputy Chief D. R. STEPHENSON, Deputy Chief 
A. G. KEITH, Research Adviser C. FREEDMAN, Research Adviser 
G. B. Gtorieux, Assistant Chief T. MAXWELL, Assistant Chief 
S. L. HARRIS, Assistant Chief DorotHy J. PowetL, Editorial Adviser 
A. C. MACKENZIE, Research Officer J. A. Coomss, Research Officer 
R. PARTRIDGE, Research Officer J.C. P. AUBRY, Research Officer 
**P_M. GRADY, Research Officer SHEILA!. BALATTI, Chief Librarian 


*Seconded for planning of new Head Office 
**Seconded to staff of Anti-Inflation Board 


Department of Banking and Financial Analysis 
G. G. THIESSEN, Chief 


*)_ EH. CONDER, Deputy Chief S. VACHON, Research Adviser 
W.R. WHITE, Assistant Chief R. L. Fiett, Assistant Chief 
G.W. KING, Assistant Chief T. F. BRADY, Research Officer 
A.J. THOMSON, Research Officer J.-G. TurRcoTTE, Research Officer 


K. J. CLINTON, Research Officer 


*On leave of absence 


International Department 
EDITHM. WHytE, Chief 


A.C. LAMB, Chief, Foreign Exchange Operations A. F. PIPHER, Foreign Exchange Adviser ~ Toronto 
J. F. DINGLE, Assistant Chief R. F. S. JARRETT, Assistant Chief 
D. W. ADOLPH, Foreign Exchange Officer K. A. Wust, Foreign Exchange Officer — Montreal 


W. E. ALEXANDER, Research Officer 


Department of Personnel Administration 
HA. D2 Score, Chiet 


P.E. CLOUTIER, Assistant Chief J. E. ARSENAULT, Adviser — Liaison and Appeals 
A. JOHNSTON, Chief, Payroll Administration Division 


Department of Administrative Operations 
A.J. NORTON, Chief 


R. H. OSBORNE, Deputy Chief S. V. SUGGETT, Special Assistant 
J. M. E. MORIN, Assistant Chief C. A. ST. Louls, Assistant Chief 
Currency Division Public Debt Division 
H. F. BUTLER, Chief R. F. ARCHAMBAULT, Chief 
L. A. VAUGHAN, Deputy Chief R. F. PRITCHARD, Deputy Chief 
LUCILLE LAFRANCE, Assistant Chief J. W. A. GALIPEAU, Assistant Chief 


C. A. B. EVELYN, Assistant Chief 
L. T. MONCRIEFF, Assistant Chief 


Secretary’s Department 


J. S. ROBERTS, Secretary 


C. R. TOUSAW, Assistant Secretary G. B. May, Adviser, Management Systems & Planning 
I. G. L. FREETH, Chief, Computer Services Division A. P. ADAMEK, Information Systems Adviser 
S. S. CARROLL, Chief Curator, National Currency Collection J. STEINHAUER, Chief, Translation Services 
D. G. WILSON, Records Manager L. TESSIER, Graphics Manager 


G. S. WATTS, Archivist 


Agencies 


HALIFAX — E. L. JOHNSON, Agent 
SAINT JOHN, N.B. A. H. Potter, Agent 
MONTREAL — J. E.R. ROCHEFORT, Agent 
R. MARCOTTE, Assistant Agent 
OTTAWA — T.D. MacKay, Agent 
TORONTO — D.D. Norwicu, Agent 
J.C. FRASER, Assistant Agent 
WINNIPEG — R. E. ROBERTSON, Agent 
REGINA  G.H. SMITH, Agent 
CALGARY — H. PRowse, Agent 
VANCOUVER — D.G. WARNER, Agent 
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General Observations 


| want to begin this Report by putting economic 
and financial developments in Canada during 
1976 into perspective for | believe the economy’s 
performance can be properly assessed only within 
/a longer time-frame than a single year. 
In my opinion the events of 1976 should be 
seen as the first part of the story of this country’s 
‘struggle to recover from a severe attack of 
inflation, to rid itself of inflationary attitudes and 
behaviour, and to regain the internal economic 
balance required for its future prosperity. 
Since the epidemic of inflation was interna- 
tional in scope, a similar struggle is going on in 
‘many other countries. The virulence of inflation 
at its peak differed considerably among coun- 
tries, and there has also been much variety in the 
‘nature and vigour of the steps taken to restore 
‘stability. Some countries, notably Germany, the 
‘United States and Japan among the larger 
‘industrial countries, have already achieved 
considerable success, and | regard it as by no 
‘Means an accident that economic prospects now 
appear a good deal brighter in these countries 
than in most. Within these countries there is 
continuing strong concern to avoid action that 
will reverse the movement towards price stabil- 
ity, and even within those that have done less 





























well it now seems to be widely accepted that a 
much better cost and price performance is a 
prerequisite for their economic and_ social 
well-being. Although the struggle in the outside 
world to regain cost and price stability will not 
be easily won, Canadians must recognize that it 
will continue and that the countries that do best 
in this respect will set the pace in international 
trade. This is the sort of world in which Canada 
will have to live. 

In this country a co-ordinated national program 
to wind down inflation was announced in 
October 1975. By that time inflationary be- 
haviour had taken a firm grip on many aspects of 
economic life. Public and private attitudes in 
Canada had gone dangerously far towards the 
belief that Canadian prosperity was automat- 
ically assured and that the economy could be 
relied upon to generate enough real income to 
permit a continuation of the unusually rapid 
increases of recent years in both private and 
public consumption. This was of course an 
illusion, but it was commonplace to see people 
acting as though they believed it. The situation in 
Canada as of October 1975 was serious indeed, 
and it was obvious that the road back to 
economic balance was going to be a rough one. 


I 


The strategy of the Canadian attack on inflation 
is the strategy of gradualism. It relies mainly on 
the management of financial policy to ensure an 
economic climate sufficiently competitive to 
discourage the inflationary pricing of labour and 
output. This is the heart of the program, and it Is 
intended that it continue indefinitely. In order to 
speed up the required deceleration of money 
incomes, a system of direct controls over 
increases in the main forms of income was 
included in the program. It is intended that this 
element of the program be temporary. 

The strategy of gradualism in winding down 
inflation has much to commend it. Its main 
advantage is that it avoids the severe economic 
disruption and concentrated social strain. that 
would be involved in an all-out attack designed 
to produce quick results. That advantage is well 
worth seeking. But the price of effective 
gradualism is patience and persistence, and that 
price cannot be escaped. The struggle must go 
on, not for months but for years. 

That, briefly, is the perspective within which 
the economic events of 1976 must be assessed. 
There is not much point in looking at them 
against ideal standards. By the end of 1975 the 
Canadian economy was much too far out of joint 
to warrant any realistic expectation that it could 
perform well by ideal standards in the years 
immediately ahead. The important question to 
ask about 1976 is - have we made reasonable 
progress within the strategy of gradualism? Have 
we made yards towards restoring the conditions 
essential to our future prosperity? 

| believe that the short answer to that question 
is - yes, we have. In this sense 1976 was, despite 
its shortcomings, a good year. 

| recognize of course that in terms of output and 
employment the performance of the Canadian 
economy in 1976 fell short of what we might in 
happier circumstances have expected at this 
point in the business cycle, or what we ought to 
aim to achieve if we can succeed in eliminating 
from our society practices that persistently push 
up - Or prop up - costs and prices without much 
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regard for economic realities. Moreover, the 
performance of the economy was uneven from 
one region to another, with the levels of activity 
and unemployment being particularly unsatis- 
factory in some parts of the country. But 
considering the existing circumstances both 
within Canada and abroad -and here | am 
thinking of the rather subdued expansion 
of economic activity after the early months of 
1976 in the United States and in overseas coun- 
tries - the levels of output and employment in 
Canada as a whole were bound to be lower than 
one would have liked to see. 

The most encouraging feature of 1976 was the 
slackening of the rate of price and cost inflation. 
It is true that the underlying trend of prices in 
Canada improved less than the broad price 
measures indicate because of various transient 
factors such as the striking reversal of the upward 
trend of food prices. But after due allowance for 
such factors, one can, | think, regard the trend of 
prices in 1976 as good in the circumstances, and 
‘““on track’’. 

New wage and salary settlements under major 
collective agreements, though still high, have 
moderated steadily. They have recently been 
averaging less than 10 per cent a year over the 
life of contracts, a great improvement over the 
average rate of around 18 per cent in the first 
nine months of 1975. Some welcome slowing of 
the high rate of increase of unit labour costs in 
Canada has already become apparent. Profit 
margins weakened sharply in 1976 but, while 
this development made some contribution to the 
easing of price inflation, it also contributed to 
blunting the ability and willingness to invest in 
plant and equipment. 


* * * * 


The Bank of Canada adopted the strategy of 
gradualism in its conduct of monetary policy 
some time ago. In its search for a policy guide 
that would help it keep the pace of monetary 
expansion sufficiently moderate to maintain 
downward pressure on the rate of inflation 


~ without 


unduly hampering the growth of 


~ employment and output, the Bank began to pay 


increasing attention to the rate of growth of the 


- money supply narrowly defined as currency and 
chartered bank demand deposits. The Bank 


~ decided 


that the achievement of its basic 


objectives would be helped by the use of an 

















interim target for the growth of the money supply 
so defined. The initial target range would be set 
high enough to accommodate some but not all of 
the continuing growth in the demand for money 
arising out of the existing high rate of price 
inflation, and the target range would be adjusted 
periodically over time to provide for less and less 


financing of inflation. 


The Bank of Canada began to conduct monet- 


| ary policy with this emphasis on the trend of the 


money supply around the middle of 1975, and it 


_ has continued to do so since then. The rationale 
for this approach was explained at some length 


in last year’s Annual Report and I shall not repeat 
it here, though some discussion of why we have 
paid more attention to the trend of the 
narrowly-defined money supply than to broader 
definitions appears later in this Report. As it is 


being practised in Canada this approach throws 
useful light on how the level of short-term 
interest rates should change from time to time to 
be compatible with a gradual return to monetary 
stability, and the Bank uses this information in 


the daily conduct of its affairs. It is the short-term 


interest rates that flow from this approach that 
are its cutting edge in influencing economic 
decisions, and their influence is in the direction 
of stabilizing over time - with a diminishing 
margin for price inflation - the trend rate of 


growth of total spending in the economy. 

The first target range for money supply growth 
was a trend rate of increase of not less than 10 
per cent but well below 15 per cent measured 
from the average level over the three months 
centred on May 1975. During the latter months 
of 1975 the money supply was temporarily 
greatly inflated by a prolonged postal strike, and 
it was not until some weeks into 1976 that the 


Bank judged that the money supply figures were 
no longer being seriously distorted. By the end of 
February 1976 the Bank came to the conclusion 
that, with due allowance for the effects of the 
postal strike, the underlying trend of money 
supply growth was too high, and on March 5 it 
announced an increase in Bank Rate from 9 to 
91/2 per cent. This action had a pronounced 
initial impact on the expectations and behaviour 
of financial markets, and for a time the Bank had 
to operate vigorously to contain excessive 
interest rate reactions. By early April a calmer 
atmosphere had been restored and short-term 
market interest rates had fallen back into a more 
normal alignment with Bank Rate. 

After a temporary dip in the total of currency 
and demand deposits early in the second 
quarter, the growth rate of this aggregate from 
the base period ran around the lower end of the 
Bank’s then existing target range during the 
summer months. 

In late August the Bank of Canada announced 
an up-dating of its target range for the growth of 
currency and demand deposits. The new range 
was from 8 per cent to 12 per cent a year 
measured from the three-month average level 
centred on March 1976. This base period was 
chosen because at that time the growth rate from 
the previous base was close to 12 per cent, 
roughly the mid-point of the previous range. The 
reduction in the upper and lower limits of the 
range was in accordance with the Bank’s 
Strategy of gradually moderating the rate of 
monetary expansion in order to encourage and 
consolidate the gradual reduction in Canada’s 
inflation rate that was by then clearly underway. 

By late autumn it was clear that the growth of 
the money supply had become unduly sluggish 
in relation to the Bank’s targets and required 
corrective action. After the termination of the 
annual Canada Savings Bond campaign the Bank 
announced on November 19 a reduction of Bank 
Rate from 91/2 to 9 per cent. On December 21 it 
announced a further reduction to 84/2 per cent, 
and on January 31, 1977 another to 8 per cent. 
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This sequence of Bank Rate reductions and the 
associated decline in short-term interest rates 
were intended to help bring the trend of the 
money supply back up within the target range in 
due course. They also reflected the Bank’s 
judgement that there was room for a considera- 
ble decline in short-term interest rates given the 
slower trend of growth in economic activity that 
had emerged and the progress being made in 
moderating inflation. 

The January 1977 Bank Rate reduction was 
accompanied by a reduction in the minimum 
secondary reserve ratio required of the chartered 
banks from 54/2 per cent to 5 per cent. In the 
Bank’s judgement there is no need in present 
circumstances for the chartered banks to be 
required to hold secondary reserves as large as 
51/2 per cent of their deposit liabilities, and since 
a reduction in the ratio for February 1977 was 
manageable, it was effected. 

The preceding comments on monetary policy, 
and those to be found later in this Report, 
indicate that for more than a year and a half the 
Bank has placed a good deal of reliance on the 
trend of the narrowly-defined money supply as 
an operating guide. In retrospect | would say that 
the results of this have on the whole been good. 
It is our intention to continue to conduct 
monetary policy along these lines. At the same 
time we recognize that this approach is based on 
relationships that are not as precise as one would 
like to see, and that it is therefore by no means 
devoid of problems. The relationship between 
the growth of money supply narrowly defined, 
the growth of total spending in the economy and 
changes in interest rates can be affected both by 
random influences in the short run and by 
gradual shifts in behaviour over longer periods. 
It would appear, for example, that the growth of 
the money supply from the recent base to the 
present has been somewhat less than one would 
have forecast on the basis of past relationships. 
Partly for reasons of this kind, we do not follow 
the money supply indicator blindly but subject 
our policy decisions to much broader tests, and 
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we shall continue to do so. While our approach is 
pragmatic rather than doctrinaire, we shall not 
relax in our determination to reduce over time the 
trend rate of monetary expansion in Canada to one 
more compatible with price and cost stability. 


* * * * 


If, as | believe, there are valid grounds for 
drawing encouragement from the degree of 
progress achieved during 1976 in moderating 
inflationary attitudes and behaviour in the Cana- 
dian economy, there are certainly no grounds in 
the present situation for complacency. On the 
contrary, we in Canada have a long way yet to go, 
and the path ahead does not look easy. 

Recovering from a severe bout of inflation is 
never easy. Experience with inflation under- 
mines the confidence of people in the fairness of 
economic processes and leads them to feel a 
need to be aggressive in the defence of their 
interests. It erodes that willingness to be moder- 
ate and responsible upon which free societies 
rest. That is why tolerance of inflationary 
practices is not an effective way of pursuing 
social goals. It is also why it is difficult to recover 
from an inflationary experience; confidence and 
moderation are qualities that grow slowly. 

Our present difficulties are increased by the 
economic uncertainties arising out of the political 
strains that have developed within confederation. 
While | believe that these strains will ultimately be 
resolved in favour of keeping our country united, 
they are in the meantime bound to have some 
depressing effects on economic activity. 

The performance of the economy continues to 
be seriously prejudiced by a relatively high rate 
of inflation of our costs and prices. We are still 
paying ourselves larger increases in money 
incomes than our performance as producers 
warrants. In recent years the average money 
incomes of people employed have risen much 
more rapidly in Canada than in the United States 
without there having been any greater increase 
in Our Output per worker. In this way we have 
become a high cost country. There is no shortage 





of evidence that our costs have risen too rapidly 
to allow us to compete effectively with the 
United States and some other foreign suppliers in 
many areas where we do not have some important 


natural or historical advantage. And the relative 
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deterioration in our domestic costs of production 
does not yet seem to have come to an end. So long 
as this continues there can be no stable basis for 
lasting growth of the employment opportunities 
upon which our future prosperity depends. 

The consequences of our relatively high rate of 
domestic cost inflation are apparent in our 
international trade and payments. Despite the 


fact that our economy was not physically 


overloaded in 1975 and 1976 we nevertheless 
incurred very large deficits in our international 
balance of payments on current account. It is 
true that our exchange rate during this period 
reflected the efforts we were making to moderate 
domestic inflation, but in the circumstances the 
unusually large size of our current account 
deficits strongly suggests that we were losing 
jobs in Canada, and that this was basically 
because we had priced ourselves out of markets 
at home and abroad and were continuing to do 
so. The practice of drawing on foreign resources 


_and increasing our foreign debt may be approp- 
_riate when we are pressed for resources because 


we are adding to our productive facilities at an 
unusually rapid rate, but to do it to supplement 
final consumption on the scale that we have in 
the last two years is to build up problems for the 
future. Our own interest requires that we put our 


external economic balance into better order. 


The unsatisfactory state of our external trade 


and payments situation is largely a direct result 


of the inflation of prices and costs in Canada. It is 
the external manifestation of our domestic 


‘economic problem. Fundamentally, its correc- 
‘tion requires the correction of the situation at 
home. For the downward movement of the 


‘exchange rate of the Canadian dollar from last 
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November to February to lead to any lasting 
improvement in our competitive position, it will 
be necessary for us to gain better control over 


our domestic prices and costs. 

Since the root of our current employment and 
trade difficulties lies in the persistence of 
inflationary practices, it would be extraordinary 
to suppose that they could be cured by financial 
policies so expansionary as to encourage in- 
flationary behaviour, or for that matter by 
protectionist policies. Such policies would sim- 
ply make things worse. 

A much more promising approach for increas- 
ing employment in Canada and correcting our 
foreign trade position is to continue the process 
begun in 1976 of moderating the rise of 
Canadian production costs. This means continu- 
ing to moderate the rate of increase of money 
incomes. It means following financial policies 
consistent with the strategy of gradualism. 

| have referred to the fact that | am much 
encouraged by the lower rate of escalation of 
money incomes that occurred in 1976. Many 
factors no doubt contributed to this result. 
Anti-inflationary public policy has weakened the 
expectations of inflation and has contributed to a 
more competitive economic environment, mak- 
ing it more difficult to raise prices and making 
employees less inclined to press for, and 
employers less willing to accept, inflationary 
wage and salary settlements. | believe that the 
direct controls on income administered by the 
Anti-Inflation Board have been helpful in this 
process. The value of these controls is, at the 
time this Report is being written, under debate, 
with many voices calling for their early termina- 
tion. While it will be difficult to judge the right 
moment and right method for lifting the controls, 
and we should be preparing to live without 
them, a major criterion for withdrawing them 
earlier than was originally envisaged should be 
whether costs and prices in Canada are likely to 
be lower without controls than with them. To the 
extent that groups in the economy are in fact 
looking to the ending of controls as the moment 
for a substantial upward push in their money 
incomes and prices the case for terminating the 
program early is weakened. 


$s 


The economic welfare of Canadians will be 
further improved to the extent that the effect on 
costs of a moderating trend of rates of money 
income is supported by improvements in our 
national productivity, that is, in our productive 
efficiency. In the private sector the requirements 
for productivity growth include a skilled and 
energetic work force, competent and dynamic 
entrepreneurs, and the availability of capital to 
finance the plant and equipment needed for 
more efficient production. The requirements also 
include the prospect of sufficient profit to 
warrant the risks of undertaking new invest- 
ments. If, for whatever reason, that prospect is 
denied the desired growth in efficient production 
will not occur. 

Improvements in productivity in the public 
sector of the economy are equally desirable, and 
involve many of the same requirements. 

Monetary policy has a key role to play in 
restoring a solid basis for sustained growth. 
There can be no lasting prospect of good price 
and cost performance if the rate of monetary 
expansion is excessive. | have been trying for 
quite some time to make it clear that the Bank of 
Canada fully recognizes this, and that it is 
unreservedly committed to act accordingly. All 
Canadians should base their decisions on the 
expectation that the longer run trend of mone- 
tary expansion in Canada will move over time 
towards a rate compatible with inflation-free 
growth of the economy. No group in the 
community should count on the Bank of Canada 
to float off its inflationary activities with a wave 
of monetary expansion, and it is particularly 
important that this point should be borne in 
mind when Canada enters the period of dis- 
mantling direct controls. 

If Canadians continue to respond positively to 
the strategy of gradualism, if they act in a way 
that takes account of the market environment 
they face, the moderating trend in costs and 
prices will continue, the economic situation will 
improve, and monetary developments will rein- 
force the process. Less rapid inflation will reduce 
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borrowing requirements and the demand for 
money balances and will lead to lower interest 
rates. Reduced fears of future inflation will 
reinforce the decline in longer term interest 
rates. These developments will encourage 
investment in physical facilities, increased 
efficiency of production and increased employ- 
ment in Canada. They will also encourage a 
correction of Canada’s external payments im- 
balance by reducing the amount of Canadian 
borrowing abroad and the deficit in the current 
account of the balance of payments. 

If, on the other hand, Canadians do not 
continue to respond positively to the anti- 
inflationary climate, things will go in the 
opposite direction. If there is any widespread 
tendency for groups in the community to push 
up their prices and incomes excessively in the 
mistaken expectation that inflation will be 
accommodated by monetary policy, part of the 
flow of spending that would otherwise have 
stimulated increased output and employment in 
the economy will necessarily be absorbed in 
paying these higher costs and prices. The result 
will be less employment either in the industries 
concerned or elsewhere in the economy. Thus 
the economic situation will deteriorate and the 
opportunity we now have to build a solid basis 
for sustained economic expansion will have 
been lost, perhaps for some time. 

The touchstone for responsible economic pol- 
icy and conduct in the years immediately ahead 
should thus be - will it help Canada to reduce 
inflation, to increase its economic efficiency and 
to regain its international competitiveness? The 
economic initiatives of all groups in the com- 
munity should be judged by this standard. All 
groups should be expected to accept some 
responsibility for Canada’s performance in this 
regard. Canada’s underlying economic advan- 
tages are so great that there can be no doubt that 
we can earn and sustain a high and rising 
standard of living in a strongly competitive world 
if we will consider what is required and then 
do it. 


























Economic Developments 
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_ Economic developments in Canada during 
(1976 were shaped by the hesitation that occur- 
red in recovery abroad and by strains, uncertain- 
ties and difficult adjustments — for the most part 
related to inflation - at home. Nonetheless, 
significant gains in output and employment 
occurred in the early part of the year, and very 
substantial headway was made in gearing down 
the spiral of wages and prices. Wage increases 
came down markedly in the course of the year 
despite the initial difficulty of bringing settle- 
‘ments into conformity with the guidelines under 
‘the anti-inflation program. The economy’s price 
‘performance, as measured by the Consumer 
Price Index, was actually better than envisaged 
for the first year of the program as a consequence 
of the unexpectedly favourable evolution of food 
prices. Thus Canadians, on average, obtained 
another sizeable increase in their real disposable 











incomes. But as in the previous year this was 
accompanied by developments elsewhere in the 
economy that do not appear to be sustainable 
indefinitely - large budgetary deficits at the 
various levels of government, a sharp decline in 
farm income, a deterioration in the climate for 
private investment, and a heavy net reliance 
on imported goods and services financed by 
long-term borrowing from foreigners on an 
unprecedented scale. Although some cyclical 
reduction in the external deficit on current 
account did occur in 1976, the evidence on cost 
trends suggests that the progress made against 
inflation was still not sufficient to keep Canada 
from losing further ground in terms of its 
competitive position vis-a-vis its main trading 
partner. 

Nominal GNP was still rising at an annual rate of 
over 15 per cent in the early part of 1976 but its 
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pace of advance had slackened by the latter part 
of the year to an average of under 10 per cent. 
Spending and output were buoyed in the first 
quarter by a sharp accumulation of inventories 
_and a strike-delayed recovery in exports. Sub- 


sequently, the volume of exports rose less 
rapidly and then declined mainly in response to 
the weakening pace of recovery abroad, and 
domestic demand also became more subdued. In 
particular, business investment weakened ap- 
preciably. At the same time, however, the 
slowing in spending was accompanied by a clear 
easing of inflation. The increase in the GNE 
deflator, the broadest measure of Canadian 
prices, was less than 10 per cent for the first time 


| since 1973. A major factor in this outcome was 
| the special effect on food prices of exceptional 


agricultural supplies, together with the con- 


Wage Developments: Canada-United States 


Seasonally adjusted unless otherwise indicated 


Average hourly earnings 
Dollars per hour (national currency) 


6.00 


4.00 


6.00 


4.00 


8.00 


6.00 





4.00 


Die ibe Fg 1974 ig7> 1976 


tinued moderation in export and import price 
trends. While the improvement in underlying 
domestic costs tended to be masked by large 
retroactive wage and salary payments, average 
weekly earnings did rise less rapidly in the 
course of 1976 than in the preceding year, and 
the effect on labour costs and prices was 
reinforced by an increase in output per 
worker - the first of any significance since 1973. 

Despite the improving trend, labour costs in 
Canada still rose appreciably more in 1976 than 
such costs in the United States. While only an 
approximate indicator of international compe- 
titiveness, the sharp divergence in recent years 
of trends in labour costs between Canada and 
the United States nevertheless provides a good 
illustration of the more difficult relative position 
that has faced Canadian producers. 
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Domestic and External Demand 

The value and volume of final domestic sales 
advanced during 1976 at a slower pace than in 
the preceding year, and less rapidly in the 
second half of the year than in the first. Over the 
four quarters of 1976 final domestic demand 
expanded by close to 31/2 per cent in volume 
terms. The rise over this period was virtually the 
same as that of total real Gross National 
Expenditure but the path of real final domestic 
sales was considerably steadier. 

While the advances during 1976 in real 
consumption and residential construction out- 
lays were less than in the previous year, they 
were nevertheless greater proportionately than 
that of total real GNE. Although the expansion in 
real personal disposable income was not so large 
as the year before it was still 44/2 per cent, and 
consumer demand was further sustained by the 
tendency for personal saving rates to recede 
from earlier peaks - perhaps reflecting the eas- 
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ing of inflation as well as the normal offsetting 
response of personal saving to short-run shifts in 
disposable income. The slower advance in 
housebuilding was more a reflection of the very 
steep climb in construction activity during 1975. 
In 1976 activity was maintained at the very high 
rate reached at the beginning of the year. Indeed, 
housing starts attained a new record of more 
than 270 thousand units, a considerably stronger 
outcome than had been generally expected, or 
targeted, at the beginning of the year. One 
important stimulative element was the range of 
government sponsored housebuilding programs 
aimed at expanding the supply of lower cost 
units. Furthermore, mortgage funds were in good 
supply throughout the year. However, by year- 
end there was growing doubt whether housing 
demand would be forthcoming on a scale 
sufficient to absorb smoothly the large volume of 
units scheduled for completion in the first part of 
1977. Latterly, mortgage rates have been moving 
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down and there is some evidence of an easing in 
the prices of existing housing, possibly reflecting 
not only an imbalance between supply and 
demand but also a lessening of the relative 
attractiveness of real estate as an asset with the 
general moderation of inflation. 

In the face of considerable unutilized capacity 
and sluggish profits, business fixed investment 
|was weak throughout 1976 and appeared to 
| become weaker as the year progressed. Strikes in 
the construction industry were at times an 
|important element hampering investment realiz- 
ations but do not appear to have been the 
predominant influence in determining the over- 
all o outcome. Actual dollar outlays increased 
“somewhat in 1976, but this was more than 
absorbed by higher costs; the rate of fixed capital 
formation in real terms was lower at year-end 
than at the beginning. Energy-related invest- 
‘ment, where longer run considerations are 
relatively important and where a large share is 
undertaken by government business enterprises, 
continued to register strength in 1976, while in 
other sectors, where the growth of real invest- 
/ment had already tapered off in 1975, capital 
formation underwent a sizeable secline: Invest- 
|ment in manufacturing activities, where com- 
petitive cost pressures have been particularly 
prominent, was especially weak. 

_ Purchases of goods and services by govern- 
‘ments, that part of public spending entering 
directly into GNE, rose relatively strongly during 
(1976 with very large increases at the 
‘provincial-municipal level. However, the rate of 
growth of total outlays for all levels of govern- 
ment was less rapid in the course of 1976, 
teflecting in particular a slower rise in transfers 
to persons, and was only slightly more rapid than 
the increase in nominal GNe. For the federal 
Government alone the increase was proportion- 
ately less than that of GNE. The national accounts 
position of all levels of government remained 
broadly unchanged in 1976 following a swing 
from a surplus of over $2 billion in 1974 to a 
deficit of some $4 billion in 1975. The deficit did 
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not increase significantly from 1975 to 1976 
because in the latter year tax collections grew 
more strongly, in part reflecting budgetary 
actions. 

Stronger external demand, particularly in the 
United States, led to a rise in export volumes in 
1976 despite a sharp reduction in shipments of 
oil. However, this improvement was not accom- 
panied by any major upturn in export prices. 
Indeed, the increase during 1976 was very small, 
reflecting international price developments as 
well as the maintenance for most of the year of a 
relatively high external value for the Canadian 
dollar. Import prices were also stable and the 
commodity terms of trade did not change 
significantly in 1976, thus holding most of the 
strong cumulative gain realized since 1972. 
Import volumes, which had declined in 1975, 
picked up in response to consumer rather than 
investment demand. 

The current account deficit, after increasing 
sharply to $5 billion in 1975, narrowed to about 
$44/4 billion in 1976. This reduction was 
attributable to a cyclical swing of $1%/4 billion in 
the balance on merchandise trade, from a deficit 
in 1975 to a surplus of over $1 billion. Close to 
three quarters of this improvement, however, 
was absorbed by the continued widening of the 
deficit on services. Net interest payments rose by 
about a half while Canadian payments for 
foreign travel, particularly to the United States, 
also increased sharply. Indeed, over the period 
from 1973, the combined deficit on interest, 
dividends and travel has increased by over $2 
billion, thus accounting for nearly half the 
expansion of about $44 billion in the current 
account deficit in this same period. There was a 
negative swing of more than $114/2 billion in the 
merchandise balance over this period, with a 
particularly weak performance for manufactured 
goods. Over the last three years the trade deficit 
for finished manufactured goods (including 
motor vehicles and parts) has increased by 
a further $34/2 billion to a level of close to 
$10 billion. 
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Production and Employment 
The cyclical upturn in the output of non-farm 
goods producing industries (chiefly manufactur- 


ing, construction and mining) that got underway 
in the autumn of 1975 continued until late spring 
when production in these industries regained its 
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Aggregate balances 





Services balances 





previous peak of early 1974. From that time, 
however, an easing of demand, compounded by 
the effects of industrial disputes including lengthy 
province-wide shutdowns of construction in 
British Columbia and Quebec, resulted in a gen- 
erally sluggish pattern for the balance of the year. 
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For the service sector, which accounts for ap- 
proximately three fifths of total domestic out- 
put, cyclical factors are much less prominent, 
and while the effects of work-related stoppages 
were also in evidence in this sector they were 
not sufficiently pronounced to disrupt the profile 
of steady, if moderate, advance. The volume of 
agricultural production rose strongly in 1976, 
registering the largest gain for five years. Crops 
were generally excellent, in particular a record 
wheat crop was harvested, and livestock output 
also increased. In both instances, however, the 
expansion of supplies, which was a feature of the 
U.S. farm scene as well as the Canadian, led to 
downward pressure on prices and producer 
incomes. 

_ Notwithstanding the stronger rise in output 
_than during the two previous years, the growth of 
total employment was relatively small in 1976. 
Employment had been remarkably well sus- 
tained in 1974 and 1975, precluding any 
advance in aggregate output per person 
employed. Accordingly some cyclical improve- 
ment in labour productivity, as did in fact occur 
during 1976, seemed overdue. Weakness in 
/employment was particularly marked among 
‘younger people, and this may also have been a 
‘factor in the decline in that age group’s rate of 
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participation in the labour force after several 
years of sharp increases. Labour force growth 
over-all was in fact very small in 1976 - 14 per 
cent for the four quarters ended with the final 
quarter of 1976 or less than the growth of the 
population of labour force age - and the total 
unemployment rate, which averaged just over 7 
per cent, was only fractionally higher than in 
1975. By year-end, however, the seasonally 
adjusted rate was up to 74/2 per cent, and on a 
regional basis there were pronounced increases 
in measured unemployment rates in the Atlantic 
Provinces and Quebec, raising them still further 
above the national average. 

The sharp rise over several’ years in the 
proportion of young persons participating in the 
labour force is one aspect of the major shifts in 
job market structure that have occurred over the 
last decade. Combined with the strong expan- 
sion in the share occupied by women, this has 
meant that adult males, who have a relatively 
stronger attachment to the labour market and 
therefore generally lower measured rates of 
unemployment, have been constituting a prog- 
ressively smaller share of the labour force. Thus 
in 1966 men aged 25 years or more accounted 
for 55 per cent of the labour force and 43 per 
cent of the total reported as unemployed, but by 
1976 these proportions had dropped to 48 per 
cent and 28 per cent, respectively. 

Accordingly, while recent measured rates of 
unemployment are very high by _ historical 
standards, it should be noted that any single 
measure of unemployment that does not make 
allowance for changing demographic and _ in- 
Sstitutional factors will not be an accurate 
indicator over time of the degree of slack in 
labour markets. In particular, it is clear that 
largely because of the shift in the demographic 
composition of the work force and the liberaliz- 
ation of unemployment insurance benefits in the 
early 1970s, the rate of measured unemployment 
associated with a given degree of labour market 
tightness is certainly considerably higher now 
than some years ago. 
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Incomes, Costs and Prices 

While the rise of about 12 per cent in aggregate 
money income (GNP) in the course of 1976 was 
the same as the year before, a distinct slowing 
occurred from the first to the second half; in the 
latter period the increase ran at an annual rate of 
under 10 per cent. A similar slowing was evident 
for labour income, which accounts for about 
three fifths of total GNP. Both corporate business 
income and book profits were appreciably lower 
by the end of 1976 than a year earlier, while the 
net accrued earnings of farm operators sustained 
another drop from the peak reached in 1974. 

A special factor in the strength of labour 
income in 1976 was the heavy incidence of 
retroactive payments resulting from the delayed 
settlement of new wage contracts. These were 
particularly prominent in the Quebec public 
sector in the second and final quarters of the 
year. Since such payments properly accrue to 
earlier periods, their concentration in 1976 
exaggerates slightly the rise in average income 
per worker attributable to that year. Still, even 
after setting aside extraordinary retroactive pay- 
ments, labour income per worker in 1976 
averaged close to 12 per cent more than in 1975. 
Short-term movements in average weekly earn- 
ings are somewhat erratic, complicating the 
detection of shifts in trend, but a deceleration in 
the rate of increase does appear to have 
developed in the course of 1976. In the second 
half of the year the rise in average weekly 
earnings in the private non-farm economy 
slowed to an annual rate of 10 per cent, the 
lowest rate of increase since late 1973. 

A slower advance in average earnings would be 
expected to ensue from the pronounced down- 
ward trend that had developed earlier in the size 
of newly negotiated wage settlements under 
major collective bargaining agreements. In the 
first nine months of 1975 these settlements 
provided for average annual increases in base 
rates of pay over the life of contracts of 18 per 
cent, with first-year increases averaging 22 per 
cent. Since the autumn of 1975, when the 
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anti-inflation program was introduced, the aver- 
age size of new wage settlements has diminished 
with each quarter. In the final quarter of 1976 
the average increase over the life of contracts 
was slightly above 8 per cent, with a first-year 
adjustment of marginally under 10 per cent. 
Since wage settlement statistics cannot take 
account of the potential impact of cost-of-living 
clauses, they tend to understate the increase in 
earnings implied. However, it may be noted that 
a sharp deceleration is also evident in the size of 
wage settlements in collective agreements that 
do not incorporate such clauses. In the final 
quarter of 1976 the average increase over the life 
of contracts for such agreements was down to 
91/2 per cent. 

Thus there is clear evidence that increases in 
money wages have been brought progressively 
into conformity with the guidelines being im- 
plemented by the Anti-Inflation Board. What the 
path of money wages, and therefore prices, 
would have been in the absence of controls 
cannot of course be established with certainty, 
but there is reason to believe that the increase in 
average wages for at least the most recent 
months has been smaller than would otherwise 
have occurred. 

Part of the sluggishness in business earnings in 
1976 is clearly attributable to the existence of 
limitations on cost passthrough and profit mar- 
gins. However, the indications are that for the 
most part businesses were operating some 
distance below these limits, implying that 
demand and cost conditions were the critical 
factors restraining profits. Soft markets appear to 
have been particularly important in the weak- 
ness of earnings in capital goods industries. Also, 
the effects of industrial disputes, in terms of 
man-days lost running at record rates at least up 
to the autumn, were bound to depress profits. | 
As a result of the better productivity perfor- | 
mance, the uptrend of unit labour costs appears 
to have moderated slightly in 1976 if allowance 
is made for the effect of retroactive wage and 
salary payments; excluding these the rise in 
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wages and salaries per unit of output over the 
four quarters of 1976 was 10%/4 per cent 
compared with an advance of 1142 per cent 
during 1975. The major impetus to the im- 
provement in the domestic price performance 
‘came from the special impact for consumers of 
Me ptionally large supplies of food for the 
‘domestic market, together with the easing of the 
prices of internationally traded goods. 

| Those commodity prices that are relatively 
‘sensitive to demand conditions on balance 
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drifted down further in 1976. There was a brief 
spurt in the spring and early summer, particu- 
larly apparent in metal prices in response to 
expectations of a firming of world industrial 
demand, but in the second half of the year a 
further moderate decline took place. With the 
perceived slackening in the growth of industrial 
activity, metal prices tended to recede from 
mid-year peaks, and this coincided with weak- 
ness in meat and grain prices reflecting in- 
creased supplies. These downward pressures 
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more than offset the strength that was evident to 
various degrees in other areas, notably some 
tropical food products and natural fibres. Prices 
of finished goods entering international trade 
also rose more slowly in 1976. In this environ- 
ment, given the relative firmness of the external 
value of the Canadian dollar through most of the 
year, both export and import prices, and 
therefore the prices of Canadian domestic 
production sensitive to world trading conditions, 
showed relatively modest increases. 

These developments exerted a dominant im- 
pact on Canadian industry selling prices which 
continued to show progressively smaller rates of 
increase during 1976. In the last quarter of the 
year the total index was only 4 per cent higher 
than a year earlier. The same forces were also 
very evident in the movement of consumer 
prices. By the end of 1976 and early 1977 the 
twelve month increase in the Consumer Price 
Index was down to approximately 6 per cent, 
having been as low as 5.6 per cent in the 
autumn. However, retail food prices were still 
about the same level as a year earlier, and 
excluding food the rise in the CPI was about 81/2 
per cent compared with 93/4 per cent in the 
course of 1975. The cost to consumers of goods 
other than food or energy products was only 57/4 
per cent higher at the end of 1976 than a year 
earlier but the prices of services, where labour 
costs are a comparatively large component of 
total costs and where direct pressures from 
international competition are relatively weak, 
were still running about 11 per cent higher than 
twelve months before. 
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Monetary and Financial Developments 





Monetary Policy and Money Growth Targets 

For some time now Canadian monetary policy 
has been directed towards maintaining a rate of 
monetary growth sufficient to accommodate a 
reasonable rate of economic expansion accom- 
panied by declining inflation. In practice the 
pursuit of this objective has been regarded as 
involving a gradual but continuing decline in the 
trend rate of growth of currency and chartered 
bank demand deposits or M1 - a definition of the 
money stock essentially limited to the basic 
forms of money used for making payments in 
Canada. 

In the autumn of 1975 the Bank of Canada for 
the first time announced publicly a target range 
for monetary expansion. The Bank. initially 
undertook to try to keep the trend rate of growth 
of M1 well below 15 per cent a year but not lower 
than 10 per cent a year. This target range 
reflected the Bank’s wish to avoid too sudden or 
drastic a reduction in the rate of monetary 
expansion. The moderate nature of this initial 


target is illustrated by the fact that an annual rate 
of money expansion no higher than 4 to 5 per 
cent would probably be adequate to accommo- 
date the long-term average rate of growth of 
output in Canada if there were no inflation. | 
On the basis of past relationships, monetary 
growth at about the mid-point of the target 
range - say 12 per cent a year - was judged to 
be sufficient to accommodate a continuing rate 
of growth in the dollar value of national income 
of roughly 13 to 14 per cent at unchanged 
interest rates. Whether or not a flow of aggregate 
spending of this magnitude would in fact 
generate a satisfactory rate of growth of output 
and employment would depend essentially on 
the behaviour of wages and prices. If increases in 
wage costs and prices continued at undi- 
minished rates, the level of aggregate spending 
would tend to be higher than could be accom- 
modated by the growth of money at the target 
rate and interest rates would have to rise. In 
these circumstances higher interest rates would 
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Money Supply and Target Growth Rates 


Seasonally adjusted 


Currency and demand deposits 
Billions of dollars, monthly — Ratio scale 








tend to restrain the growth of spending and 
thereby moderate the rate of price increase. To 
the extent that existing rates of wage and price 
increase slackened, however, interest rates 
would not have to rise; indeed, if progress in 
reducing inflation were sufficiently rapid, they 
would decline, and production and employment 
would be encouraged to grow more rapidly. 

What actually happened over the period from 
the second quarter of 1975 to the first quarter of 
1976 was that the dollar value of GNE rose at an 
annual rate of more than 171/2 per cent. Under 
these conditions the public’s desired holdings of 
currency and demand deposits also rose very 
strongly and throughout the period there was a 
persistent tendency for the growth rate of the 
money supply to exceed the upper limit of the 
Bank’s target range. The action taken by the 
Bank to counteract this tendency consisted of 
two successive upward adjustments of the level 
of short-term interest rates in Canada - the first 
early in September 1975 and the second early in 
March 1976. 
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During the second quarter of 1976 the growth 
rate of the money supply slowed abruptly, and 
this brought its trend rate of increase since the 
base period down from around 15 per cent a 
year to around 10 per cent a year, the lower limit 
of the then existing target range, where it 
remained through the summer months. In part 
this slower growth of the money supply reflected 
the fact that after the first quarter the rapid rate of 
increase in the dollar value of GNE also slowed 
down considerably through to the end of the 
year. 

The downward revision of the Bank’s monetary 
growth target announced in August envisaged a 
trend rate of growth of currency and demand 
deposits, measured from a base period level 
centred on March 1976, of between 8 per cent 
and 12 per cent a year. This revised target 
reflected the judgement that if past relationships 
continued, M1 growth in this range would be 
consistent with reasonable growth of real output 
together with a continuing decline in the rate of 
inflation. 

Shortly after the announcement of this new 
target range it became apparent that the actual 
path of M1 growth was running below the lower 
limit of the range and this trend persisted through 
the balance of the year. Although the slowing of 
the growth of m1 during the latter part of 1976 
was somewhat more pronounced than could be 
attributed solely to the weakening economic 
situation, there was no doubt that some correc- 
tive action was needed. This action took the 
form of three successive downward adjustments 
of short-term interest rates in November and- 
December 1976 and in February 1977. As of late 
February it was still much too early for these 
interest rate reductions to have had their full 
impact in raising the trend of money supply 
growth more closely into line with the Bank’s 
economic objectives. The growth of M1 from the 
March 1976 base period to January 1977 
amounted to an annual rate of 6 per cent; a- 
preliminary estimate of the level of m1 for 
February is somewhat closer to the target range. 
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deposits at chartered banks 


_ currency and demand deposits was in marked 
contrast to that of M1 during 1976. The growth 


Given the levels of GNE and short-term interest 
rates recorded over the course of the year, the 
demand deposit component of the M1 series 
displayed a growing tendency during 1976 to 
fall somewhat short of the levels that might have 
been expected on the basis of our knowledge of 
past relationships. A similar tendency has been 
apparent for some time in the behaviour of 
demand deposits in the United States. There is 
thus some reason to suspect that the average 
amount of demand deposits per dollar of income 
that the public finds it convenient to hold for 
transactions purposes may have been declining 
a bit faster recently than it was in earlier years. 
Although the reasons for this are not entirely 
clear at this time, the inference is that the recent 
shortfall of M1 below target may be of less 
economic significance than a literal reading of 
the figures would suggest. In the months ahead 
the Bank of Canada will be watching carefully to 
see whether this tendency appears to be a 
continuing phenomenon or merely a transient 
aberration. If this faster than usual decline in 
desired money balances per dollar of income 
reflects a lasting change in the public’s money- 


holding habits, the changed relationship to 
income will have to be taken into account in 


setting future targets for monetary expansion. 


_ The Trend of Broader Monetary Aggregates 


The behaviour of the broader measures of the 
money supply that. include savings and time 
in addition to 


rates of these more broadly-defined monetary 
aggregates were not only a great deal higher than 
that of M1 but they also showed little if any 


_ deceleration over the course of the year. The 


growth of three more inclusive monetary aggre- 
gates is compared with that of M1 during recent 
years in the accompanying chart. It will be im- 
mediately apparent that the addition of chequable 
Savings deposits at chartered banks to M1 


_ balances (in a monetary aggregate labelled m1B) 


Currency Outside Banks and Chartered Bank 
Deposits Held by the Public” 


Seasonally adjusted 


Billions of dollars, monthly — Ratio scale 
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merely lowers the trend rate of increase of the 
“money supply’’ without significantly changing 
its growth pattern over time. The further inclu- 
sion, however, of all other types of savings and 
term deposits at chartered banks in an aggregate 
(labelled M3) greatly changes the picture. The 
trend rate of increase of this broad aggregate Is 
not only very much higher than that of M1 but its 
pattern of growth over time is also quite 
different. An intermediate definition of money 
labelled M2, which includes all chartered bank 
personal savings deposits as well as currency 
and demand deposits but which excludes non- 
personal term deposits, displays much the same 
behaviour over time as the broadest aggregate. 

To highlight the very different behaviour of the 
two main components of broadly-defined 
monetary aggregates, the ratio of chartered bank 
savings and term deposits to Gross National 
Expenditure is contrasted with a similar ratio for 
chequable deposits over the past seven years in 
the chart on page 25. There are two striking 
features of the comparison. The first is the 
strongly rising trend over time of the public’s 
holdings per dollar of GNE of savings and term 
deposits, the interest rates on which have been 
set at levels designed to keep them more or less 
competitive with the rates available on alterna- 
tive money market instruments. This is in marked 
contrast with the downward trend, per dollar of 
GNE, of the public’s holdings of chequable 
deposits, on which the interest return has been 
typically either zero or relatively low and seldom 
changed. The inference is that as incomes have 
risen over this period most people wished to 
hold a larger proportion of their income in the 
form of interest-earning deposits. 

The second feature is the marked divergence 
during the period in the way holdings of these 
two categories of monetary claims have varied in 
the short-run around their longer run trends, a 
divergence that clearly has been related to their 
very different responses to movements in the 
general level of short-term interest rates. When 
the general level of interest rates has been rising, 
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the public has been prepared to reduce its 
holdings per dollar of income of low-yielding 
chequable deposits more rapidly than usual in 
order to take advantage of the higher return 
available on other interest-earning financial 
claims. The banks have usually been faced with 
an accelerating demand for loans in periods of 
rising interest rates and have responded to 
slackening inflows of chequable deposit money 
by stepping up their efforts to attract inflows of 
higher cost savings and term deposits. In the 
process the banks have tended to bid up the 
interest rates they were prepared to pay for 
deposit money. The public has been induced by 
these attractive bank deposit rates to increase its 
holdings of chartered bank savings and term 
deposits per dollar of income at the expense of 
both transactions balances and holdings of other 
forms of liquid financial claims. Although the 
rapidly rising cost of deposit money has been 
largely passed along to bank borrowers, the 
process typically seems to have resulted in a 
temporary expansion of the banks’ share of the 
total market for credit. When the general level of 
interest rates has been moving downward these 
trends have been reversed. The banks became 
less eager to attract high-cost deposit money and 
offered less competitive rates on savings and 
term accounts. The public’s response was to 
increase its holdings of liquid financial claims 
issued by others and also to be less concerned by 
the interest returns foregone in holding transac- 
tions balances per dollar of income larger than 
they otherwise would to meet their immediate 
needs for effecting payments. 

The outcome of these conflicting short-run 
influences on deposit growth has been reflected 
in the behaviour of the broader monetary 
aggregates which, unlike M1, normally have 
grown at somewhat higher rates than that of GNE 
and typically have grown even faster during 
periods of generally rising interest rates. In view 
of the rate at which the money value of national 
income was increasing during 1976 despite a 
weakening economy, and given the interest rate 
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increases on bank deposits that occurred in The fact that the more broadly-defined aggre- 
September 1975 and March 1976, it should not gates are composites of several distinct kinds of 
be too surprising that the broadly-defined monetary claims that respond in substantially 
monetary aggregates continued to grow at rates _ different ways to changes in income and interest 
well in excess of 15 per cent a year during most rate levels means that their behaviour is relatively 
of 1976. complicated both to interpret and to predict. 
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So far the Bank has not found it feasible to 
make much use of these broader aggregates as 
operating guides for monetary policy and has 
found them much less useful than the simpler 
aggregate, currency and demand deposits. 


Interest Rate Developments 

During the winter and early spring of 1976, 
interest rates were affected by two opposing 
forces: a declining trend in interest rates in the 
United States and the restraining pressure of 
Bank of Canada actions to moderate the strong 
demand for money and credit. An initial decline 
in short-term interest rates was reversed by early 
February and rates began to increase under 
pressure from Bank of Canada operations. This 
move to higher rates was reinforced in early 
March by an increase in the Bank Rate from 9 to 
91/2 per cent on March 8. 

Following the Bank Rate change there was an 
upward adjustment in the lending and borrowing 
rates of financial institutions. The chartered 
banks’ prime lending rates were increased by 1/2 
of a percentage point to 1014/4 per cent while the 
rates paid on non-chequable savings accounts 
were raised, eventually by 3/4 of a percentage 
point, to 8 per cent. As a result there was some 
narrowing of the interest rate margins on which 
the banks operate. Mortgage rates and the rates 
paid on personal term deposits, including trust 
company guaranteed investment certificates, 
also increased but not as much as_ other 
institutional interest rates. 

The demand for bank loans was rather strong in 
this period; businesses in particular needed to 
finance the large first quarter accumulation of 
inventories. The chartered banks responded to 
the strong loan demand and to their rapidly 
diminishing liquidity by bidding vigorously for 
large non-personal term deposits. The rates on 
these deposits increased by almost a_ full 
percentage point to as high as 104/4 per cent and 
in the process pushed short-term market interest 
rates sharply higher. The reduced attractiveness 
of commercial paper rates caused borrowers in 
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that market to fall back on their lines of credit at 
the chartered banks thereby increasing. still 
further the demand for bank loans and raising 
expectations of another increase in prime rates. 
For a time Bank of Canada operations were 
directed towards resisting this rise in market 
interest rates. By the second week in April, 
however, this resistance had taken effect and 
chartered bank term deposit rates for large 
blocks of funds fell back to about 9/4 per cent, 
with other short-term interest rates following. 

The movement to higher levels of short-term 
rates in the early months of 1976 brought to a 
halt a downward trend in long-term bond yields, 
which by February had fallen about 4/2 of a 
percentage point from the 1975 peak. The 
increase in the Bank Rate and the expectations of 
further increases caused a temporary upward 
adjustment in long-term bond yields but once 
those expectations had subsided yields fell back 
and in April were only slightly above February 
levels. 

Once the fluctuations in short-term interest 
rates during March and April abated, these rates 
remained relatively stable through the summer 
and into the early autumn. In the United States, 
however, the pattern of interest rate movements 
during this period was quite different. Monetary 
policy in that country was tightened in the spring 
in response to a more rapid growth in monetary 
aggregates and short-term market interest rates 
rose sharply during May and June. By the end of 
June, however, the growth rates of the aggregates 
had moved back inside the target ranges set by 
the Federal Reserve Board and interest rates 
began a decline that continued to the end of the 
year. This decline in U.S. rates widened substan- 
tially the spread between short-term interest 
rates in Canada and the United States and 
exerted downward pressure on Canadian rates. 
Central bank operations in Canada during the 
summer were designed to moderate this pres- 
sure. At the same time, however, the forward 
discount on the Canadian dollar in the foreign 
exchange market offset the more attractive 
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short-term interest rates in Canada and asa result 
there was no continuous incentive during this 
period for inflows of short-term funds from 
abroad that were covered for exchange rate risk. 

Long-term interest rates in Canada were also 
stable through the spring and summer. However, 
long-term rates began to fall in late August in line 
with a decline in U.S. rates that lasted until 
December. While there were some fluctuations 
during the year in the differential between 
Canadian and U.S. long-term interest rates, the 
spread that had developed by the first quarter of 
1976 was in general maintained until late in the 
year. The attraction of lower interest rates 
abroad, given the size of credit demands of 
Canadian borrowers, resulted in a greatly in- 
creased reliance on foreign investors as a source 
of financing in 1976. This inflow of funds 
contributed to the downward movement of 
interest rates here and to the upward pressure on 
the exchange rate for much of the year. 

In the final months of 1976, the sluggish growth 
of the economy and the related slow growth of 
M1 caused the Bank to withdraw some of its 
resistance to the tendency of interest rates to 
decline. With the Canada Savings Bond cam- 
paign in progress, however, further action to 
lower interest rates would have been difficult. By 
November 22, the desired quantity of funds had 
been raised and the bonds were withdrawn from 
sale. At the same time, the Bank Rate was 
reduced from 91/2 to 9 per cent. The decline in 
short-term market rates as indicated by rates on 
90-day finance company paper was about 7/4 of a 
percentage point from the beginning of October 
to the final week of November. This sharp fall in 
interest rates, in conjunction with the uncer- 
tainty that followed the Quebec election in 
mid-November, contributed to a major read- 
justment in the Canadian dollar exchange rate in 
an environment in which the Canadian dollar 
had been widely regarded as being overvalued 
in view of the size of the current account deficit. 
For a time both foreign exchange and domestic 
financial markets were unsettled. Once some- 
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what more orderly markets were re-established, 
a second reduction in the Bank Rate to 81/2 per 
cent was announced effective December 22. 

At the end of January 1977, although the 
impact of the reductions in interest rates in 
November and December had not yet had 
sufficient time to exert a strong influence on the 
public’s desired holdings of money balances, the 
Bank of Canada made the judgement that a 
further decline in interest rates would be 
necessary to bring the growth of the money 
supply back inside the target range. The Bank 
Rate was reduced a third time by 4/2 of a 
percentage point, effective February 1, 1977, 
bringing it down to 8 per cent. 

The borrowing and lending rates set by 
financial institutions were also adjusted down- 
ward following each of the three Bank Rate 
reductions. The chartered banks’ prime lending 
rates were reduced by 14/2 percentage points in 
three steps to 8/4 per cent. Non-chequable 
savings deposit rates were cut, again in three 
stages, by 13/4 percentage points to 61/4 per cent 
and personal term deposit rates offered by the 
banks were lowered by the same amount. The 
banks thereby widened once again the interest 
rate margins which had been narrowed the 
previous March. Residential mortgage rates 
declined by 14/2 percentage points in this period, 
bringing the typical rate on conventional 
mortgages to 1014/4 per cent and on NHA 
mortgages to 10 per cent. 

Short-term market interest rates also generally 
declined in line with the Bank Rate reductions. 
Measured from the point in October when 
short-term market rates began to fall to early 
February, the drop in most of these rates was 
approximately 11/2 percentage points. Long-term 
bond yields dropped rather sharply in December 
in response to movements in short-term rates. 
More recently, however, long-term rates have 
not followed the further reduction in short-term 
rates but have instead tended to move up again 
in a climate of rising long-term rates in the 
United States. 
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Credit Flows and Financial Institutions 


The total amount of new borrowing undertaken 
sectors in the 
economy increased in 1976 at about the same 


rate as the growth of Gross National Expendi- 
ture. However, the level of new borrowing as a 
| proportion of GNE has been rather high by past 
standards following a sharp increase in 1974. 
The main reason for the increase in the ratio of 
total borrowing to national expenditure in 1974 


was the large increase in the borrowing require- 
ments of the various levels of government and 
their enterprises. In 1975 government financing 
needs again increased significantly in absolute 


terms and maintained the ratio of total borrow- 


ing to national expenditure close to the high 





Funds Raised by Major Non-financial Borrowers 


As a percentage of GNE 





OTS 


1976 


1974 level despite lower private sector borrow- 
ing. This past year, however, the increase in the 
dollar volume of borrowing undertaken by the 
major non-financial borrowers was largely ac- 
counted for by the private sector and in 
particular by corporate business borrowers. The 
moderate increase in business fixed investment 
combined with a substantial swing in inventories 
in the first quarter of the year in the face of a 
small accumulation of internally-generated 
funds contributed to increasing the borrowing 
requirements of non-financial corporations in 
1976 by $1.6 billion. While these corporations 
also increased their holdings of financial assets 
and undertook some restructuring of their 
outstanding debt, this was not sufficient to 
restore liquidity ratios to pre-1974 levels. 

The most striking development with respect to 
the flows of credit in 1976 was a marked change 
in the relative importance of major sources of 
financing. The proportion of total financing 
obtained from abroad by major non-financial 
borrowers, which had increased from 9 per cent 
of total financing in 1974 to 16 per cent in 1975, 
rose to 22 per cent in 1976. At the same time, 
borrowing involving intermediation by domestic 
financial institutions increased from 61 to 68 per 
cent. Increases in these two sources of financing 
were accompanied by a decline in the direct 
security purchases of domestic investors. 

The widening of long-term interest rate diffe- 
rentials between Canada and abroad, which 
occurred in 1975 and was maintained for most 
of 1976, provided a large incentive for Canadian 
borrowers to issue securities outside Canada and 
for non-residents to invest in domestically-issued 
securities. In addition, the continued high level 
of total borrowing requirements encouraged 
Canadian borrowers to turn to foreign markets in 
order to place new security issues in the desired 
size and quantity. Although the net amount of 
marketable securities issued in Canadian mar- 
kets in 1976, taking account of financing by both 
financial institutions and other borrowers, sur- 
passed the record levels of 1975, the total 
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Funds Raised by Major Non-financial Borrowers 
Billions of dollars 


1975 1974 1975 1976 














Borrowers 
Non-financial businesses 
LTS et eee ee Se aa oe ee Sal 6.4 4.0 6.3 
shigretermid pertains at ere ek See eee ae 1.4 0.3 0.4 
PCC Se eh wos iigns Was Pree iin eae oe mares 0.7 Wz Ban: 2.6 
SECT ICS, Hee RR eae EAA No tein gaan as Yio he A 0.4 0.4 0.9 0.9 
CUTECUINVESIMIC ILI TOMl aOrOO ates chee, tec rot gases tela: 0.8 7 0.6 — 0.5° 
IGE aCe GOL OWENS ate ere ee Ae toro cue even. 6.3 6.2 i Ae 
ON SUPICE Sciences rte asia Rh i ial, ae icl erate the Tonaes 2.8 29 ae. beh: 
SUb-tUta DliVale DON OWers Ue. ese a Shae ts. og 19:3 18.5 pA 
Provinces and municipalities” 
FeV eee, Metre ete eee Sree Net eA sea Gy tina ow Neer 0.4 0.3 0.4 0.1 
short-term paper and treasury bills .......4....... — 0.1 = "0.1 0.3 — 0.2 
bonds —— purehased With GPP funds +259. .5... 4. . 10 12 1.4 15 
STOLE ase eee es ets Oe eee cass 2.0 Oba 6.5 7.9 
Government of Canada 
afEASUTYV Olliswe ake. eee ene ier ee he aE. 0.6 0.9 0.6 16 
MARKETA DIE ONS! am. -eernins tie os ea lee 072 0.8 0.7 
anatase Vines BONUS «eee i ee ped ate, — 0.4 2.4 2 0.8 
DUD -OLaPPOVENIINEDL 00 tee eee ree 0 oe 3.0 8.7 12.6 13.4 
OLA BOLO MGS ene ne Se ea ee aoe on Eg eas 19.2 28.1 31 34.8° 





Channels of financing 
Financial institutions 





LOANS aster ete ae ere ee ee eh tae Zo 8.0 Tee 9.8° 
YE POthe insti Uuons.s meee en een re ees sa8) fo3 6.7 7 .9° 
SeCuriTy purchases banksy Si.0e, wane ell me ~ 0.0 1.4 — 0.0 Less 
S=- OtHeMinstillitOlssmee ee 25 Pie 4.5 4.4¢ 
SHO-TOLA tae ial PS ISHITUIOUIS et, ce 16.6 18.8 18.9 237 
Securities purchased directly by 
domestic investors 
TRO RS RAE UO el 8) ene ana atec Sm net lean — 0.4 2.4 2.9 0.9 
ESI ae a en ee ete her Cee Later he eee. — 0.6° 1352 r= — 0.4° 
Securities purchased by non-residents .............. 05° 1.8° 425° 3.2° 
Direct investment rouraoroad. 2. uc aeee of we ee 0.8 (7 0.6 — 0.5° 
Financing from government sector .............005. 17 2.0 2:6 fiat 
Banco CandGaa ee Meee oe Cee 0.6 ji 0. 0.8 0.6 
URS eek Wg VE La Cel g | Aik ils AR on Lear tn gees gs year 192 201 T1sl 34.8° 
e: estimate 


‘Y These are principally mortgages secured by residential property. The figures exclude mortgage lending by governments and their agencies, notably 
; CMHC, which is reflected in the financing requirements of the respective governments. 
‘?) Includes borrowing by government enterprises. Loans from the Government of Canada are excluded. 
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amount of net new security issues placed abroad 
by Canadians increased to more than $8 billion, 
twice as much as in 1975. While the major share 
of the funds raised in foreign markets came from 
| the United States, about one third came from net 
new issues placed in the rapidly growing 
-Euro-market, in large part by financial institu- 
tions and provincial enterprises. Canadian bor- 
rowers were attracted to that market partly 
because funds were available at somewhat 
longer term than in previous years and also 
because a market had developed for bonds 
denominated in Canadian dollars. In addition 
foreign investors purchased about $1 1/2 billion of 
securities in the Canadian market; OPEC coun- 
tries accounted for an important part of these 
purchases. Not all of the proceeds of the 


long-term foreign currency borrowing were 
immediately converted into Canadian dollars. 
There were large increases during 1976 in 
foreign currency bank deposits of residents; at 
least in part these increases represented the 
proceeds of foreign borrowings being held to 
meet future requirements for U.S. dollars or, in 
some cases, balances that were perhaps being 
held in anticipation of a depreciation of the 
Canadian dollar. 

The usual net inflow of direct investment 
capital from abroad became a net outflow in 
1976, reflecting the relatively less attractive 
investment climate in Canada and some large 
purchases of foreign holdings in the Canadian 
oil, potash and aircraft industries by Canadian 
public agencies. 
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Major Assets of Financial Institutions” 


Billions 
of 

dollars 
Dec. 1976 


Deposit-taking institutions 
Meprrtcred banks? ooo 5 edn ve ot Ae poe es 
Mortgage loan companies associated 

Bemchartered banks... ss. shave co cave 
Trust and mortgage loan companies 
Credit unions, caisses populaires and 

Quebec savings bank 


B, oe tee) 9: 0) 


Ga) top eh (0); a0 ie: ee Jet fe 10 ey) wie! ua: “e 


Ne etc yeh cece aye Ke. 


Contractual savings institutions 
me insurance companies ...0...6..,-.... 
MBBS! clo fes oe NG) 8 ae ahs Bie 


ee et et eh RG. cil ey 


Sales finance and consumer 
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Figures for December 1976 are estimated, except for banks. 
Canadian dollar major assets; average of Wednesdays. 


Annual rates of change 


Years 

Dec.1972 Dec. 1973 Dec.1974 Dec. 1975 
to to to to 

Dec. 1973 Dec. 1974 Dec.1975 Dec. 1976 
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The net inflow of funds resulting from long- 
term borrowing abroad was larger than required 
to finance the substantial deficit on the current 
account of the balance of payments; as a 
consequence, the Canadian dollar continued 
strong until late in 1976. Thereafter, given the 
underlying balance of payments position, de- 
clines in interest rates as well as the initial 
market reaction to the results of the Quebec 
election contributed to a downward adjustment 
of the dollar. 

The main reason for the larger degree of 
domestic financial intermediation in 1976 was 
the increased proportion of total borrowing 
accounted for by private sector borrowers, 
particularly business corporations, who typically 
channel more of their financing through finan- 
cial institutions than do government borrowers. 
The higher level of borrowing by non-financial 
business corporations was largely in the form of 
increased bank loans. In addition, financial 
institutions increased their net purchases of 
securities last year, with the chartered banks 
accounting for most of the increase. About one 
half of the banks’ security acquisitions was made 
up of corporate bonds and short-term paper. 
Although the remaining security purchases by 
the banks were Government of Canada bonds 
and treasury bills, this addition to the banks’ 
liquid assets was not sufficient to prevent a fall in 
their combined free liquid asset ratio from 8.1 to 
7.3 per cent during 1976. Security purchases by 
non-bank financial institutions in 1976 remained 
at the high level registered in 1975; it appears 
that for some institutions at least the somewhat 
slower growth of their mortgage disbursements 
during the last two years may have encouraged 
them to direct more of their funds to enlarging 
their security portfolios. 

The growth in the assets of the major financial 
institutions taken as a group accelerated from 14 
per cent in 1975 to 16 per cent in 1976 mainly 
because of the more rapid growth of the 
chartered banks. The mortgage loan companies 
associated with chartered banks were the only 
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other group of institutions to expand substan- 
tially more rapidly in 1976 than in the previous 
year. The accelerated growth of their assets 
occurred despite a slower rate of growth of total 
residential mortgage lending in 1976 and these 
companies increased their share of that market. 
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Bank of Canada Operations 


This section of the Report provides a summary 
record for 1976 and early 1977 of Bank of 
Canada operations related to the implementa- 
tion of monetary policy and to the Bank’s role as 
agent for the Government of Canada in the 
‘management of the public debt and in connec- 
tion with the Exchange Fund Account. Note is 
also taken of the Bank of Canada’s participation 
‘in recent international monetary arrangements. 
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Monetary Policy Operations 

The Bank of Canada carries out its daily 
operations in the light of its views from time to 
time about the levels of short-term interest rates 
that will be most helpful to the achievement of 
‘its policy objectives. During 1976 cash reserve 
‘management on a daily basis was conducted ina 
‘more vigorous way than often in the past in order 
to have a more immediate impact on the level of 
‘short-term interest rates. The size and frequency 
of open market operations were also instrumen- 
tal in providing direct resistance, when approp- 
riate, to movements in interest rates and in 
facilitating orderly adjustments in financial 
markets to changes in the Bank Rate. A record of 
cash management by reserve periods is provided 
in Appendix Table Il and the monthly record of 
Bank of Canada transactions in securities is 
presented in Appendix Table III. 
_ During January and February 1976 the Bank of 
enada pursued an increasingly stringent excess 
cash reserve policy in order to limit the decline 
in short-term interest rates in Canada, which was 
in part being induced by a downward trend in 























interest rates in the United States. Further 
restraint was introduced by net sales of short and 
medium-term bonds to the market from the 
Bank’s portfolio and by reducing the Bank's 
holdings of treasury bills. The decline in interest 
rates was arrested in late January. They began to 
edge upward again in early February. This 
upward trend became stronger in late February 
and early March and the Bank Rate was raised 
from 9 per cent to 91/2 per cent effective March 8, 
1976. Short-term market rates immediately 
moved sharply higher and strong expectations of 
further increases developed. The Bank reacted 
by purchasing a sizeable amount of treasury bills 
in the market in an attempt to stabilize short- 
term market yields at the higher level. At the 
same time the amount of excess cash reserves 
provided to the banking system was increased 
significantly. 

From mid-March through early April, the Bank 
intensified its resistance to further upward 
pressure on money market rates by purchasing a 
large amount of bankers’ acceptances from the 
market. The level of excess cash reserves 
provided was also substantially increased for the 
second half of March and was kept very high in 
the subsequent averaging period, particularly at 
the beginning. Despite this high level of excess 
cash reserves and the substantial open market 
purchases by the Bank, money market rates 
continued to increase during the last half of 
March, led by rapidly rising rates on chartered 
bank certificates of deposit, and remained at these 
high levels into early April. This development 
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was related at least in part to a sharp decline in 
the liquid assets of the chartered banks during 
March and to a continued strong demand for 
loans. Moreover, expectations of another round 
of increases in the Bank Rate and in chartered 
bank prime loan rates became quite prevalent in 
the financial community. By the second week of 
April, however, the steps taken by the Bank of 
Canada were having their desired impact; 
upward pressure on interest rates abated and, 
with the banks bidding less aggressively for large 
deposits, most money market rates dropped 
back and then stabilized. As chartered banks 
began to rebuild their liquid asset positions and 
bought treasury bills, yields on bills began 
to decline. The Bank of Canada resisted this 
decline and became a seller of bills to the market 
in April. 

In contrast to the upward movement of near- 
term money market rates during the spring, 
downward pressure on short-term Government of 
Canada bond yields had developed after mid- 
March, primarily as a result of sizeable purchases 
by non-resident investors in the market. As a result, 
during April, May and early June the Bank of 
Canada became a net seller of short to medium- 
term Government of Canada bonds. 

From June through October the Bank’s opera- 
tions were designed to maintain the prevailing 
level of money market interest rates. This 
required restraint in the management of cash 
reserves throughout most of the summer as a 
decline in U.S. interest rates heightened antici- 
pation by the market of lower rates in Canada. 
However, in late July and early August the Bank 
purchased short-term treasury bills from the 
market to temper a rise in treasury bill yields. In 
the latter part of August, when bill yields started 
to move downward again, the Bank provided 
resistance to this trend by selling bills. Short- 
term interest rates began to decline towards the 
end of October. The Bank of Canada eased its 
restraint on chartered bank cash reserve man- 
agement and interest rates continued to decline 
gradually. 
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The Bank Rate was reduced effective 
November 22 by 4/2 of one percentage point to 9 
per cent. The pace of decline in short-term rates 
had accelerated in anticipation of the Bank Rate 
change and, with rates continuing to move down 
afterwards, excess cash reserve settings were 


_tightened. Over a four-day period straddling the 


end of November, however, the Bank purchased 
from the market very short-term treasury bills 
and bankers’ acceptances in order to relieve 
some acute temporary pressures in the banking 
system. These acquisitions, together with further 
purchases of treasury bills and bankers’ accep- 
tances in mid-December, also served to offset 
some of the effect on cash reserves of the 
seasonal increase in note circulation. 

Effective December 22, the Bank Rate was 
reduced by a further 4/2 of one percentage point 
to 8/2 per cent. This second reduction came 
sooner than the financial community generally 
had anticipated. The yield on treasury bills 
immediately fell by about 3/s of one percentage 
point and interest rates on other short-term 
market instruments dropped by 4/2 to 3/4 of one 
percentage point. Strong expectations that a 
third reduction in Bank Rate would soon be 
made emerged in the financial community. 
While the Bank favoured a movement towards 
lower short-term interest rates, it wanted to pace 
the decline, and its management of excess cash 
reserves was therefore tightened sharply for the 
remainder of December. In addition, as the 
downward pressure on short-term interest rates 
intensified, the Bank sold a very large volume of 
short and medium-term bonds and treasury bills 
to the market. 

In the first half of January 1977, the Bank 
continued to resist further decreases in the level 
of short-term rates through stringent manage- 
ment of chartered bank excess cash reserves and 
through open market sales of treasury bills. By 
mid-January, interest rates had stabilized. 

The Bank Rate was reduced by a further 1/2 of 
one percentage point to 8 per cent effective 
February 1, 1977. At the same time the required 








minimum secondary reserve ratio* of the char- 
tered banks was reduced from 51/2 per cent to 5 
per cent of deposits effective in February 1977. 
This ratio had been as high as 9 per cent some 
years ago but had been lowered in a series of 
steps to 54/2 per cent by early 1975. Short-term 
interest rates declined by 4/4 to 4% of one 
percentage point at the beginning of February 
and then remained little changed through the 
rest of the month. 

As presented in Appendix Table Ill, the par 
value of the Bank’s holdings of Government of 
Canada bonds and treasury bills and of bankers’ 
acceptances increased by $633 million in 1976. 
This amount includes changes resulting from 
open market operations as well as those asso- 
ciated with purchase and resale agreements, net 
acquisitions of new issues of treasury bills and 
bonds at the time of issue and net transactions 
with Government accounts and other clients. A 
total of $172 million of Industrial Development 
Bank debentures, now obligations of the Federal 
Business Development Bank, matured during the 
year, reducing the Bank of Canada’s holdings to 
$858 million. 

Holdings of foreign currency assets by the Bank 
of Canada as a result of temporary swap 
transactions with the Exchange Fund Account 
increased by $288 million over the year. These 
swap transactions, which are initiated by the 
Bank of Canada with the concurrence of the 
Department of Finance, are used to assist in the 
management of cash reserves and to provide 
flexibility in the timing of the Bank’s transactions 
in Government of Canada securities. These are 
reversed as the opportunity arises to add to the 
Bank’s portfolio of securities, such as at the time 
of new bond issues or treasury bill auctions or in 
the course of open market operations. 

*As defined in the Bank Act, the secondary reserves of a chartered bank 
are its holdings of Government of Canada treasury bills and day-to-day 
loans to investment dealers plus that part of its holdings of notes of, or 
deposits with, the Bank of Canada which is in excess of the minimum 
cash reserve requirement. The secondary reserve ratio expresses, in 
terms of a percentage of a chartered bank’s Canadian dollar deposit 


liabilities, the minimum amount of secondary reserves that it is required 
to hold on average during a month. 


Debt Management 

In 1976, Government of Canada financing 
resulted in an increase of $3,473 million in the 
par value of outstanding marketable securities 
payable in Canadian dollars and $755 million in 
the outstanding amount of Canada Savings 
Bonds. The Government’s Canadian dollar cash 
balances declined by $585 million. 

A net total of $1,645 million was raised through 
additions to the outstanding amount of treasury 
bills, of which $1,420 million was raised 
through additions to the weekly auctions of 
3-month and 6-month treasury bills. The remain- 
ing $225 million was raised through additions to 
the quarterly auctions of one-year bills. A 
notable development was the increase in the 
holdings of treasury bills outside the banking 
system from $559 million to $1,429 million. 

The outstanding par value amount of direct and 
guaranteed marketable bonds of the Govern- 
ment of Canada payable in Canadian dollars 
increased by $1,828 million. (Details are given 
in Appendix Table IV.) Of the total amount of 
new marketable bond issues sold in 1976, 44 per 
cent were medium-term and 40 per cent were 
long-term bonds. The marked shift towards the 
longer end of the maturity structure lengthened 
the average term to maturity of outstanding 
unmatured marketable direct and guaranteed 
bonds by thirteen months to six years, five 
months; this was the first lengthening in over ten 
years. The six new Government of Canada 
offerings during 1976 were virtually identical in 
structure, each comprising three tranches: short, 
medium and long-term bonds. 

The terms of the 1976/77 Series of Canada 
Savings Bonds were announced on September 9. 
The average yield to maturity in 1985 was 9.13 
per cent - 81/2 per cent for the first year and 94/4 
per cent for the remaining eight years. The limit 
for purchases by individuals was reduced from 
$25,000 to $15,000. The bonds were well 
received and, with the sales objective met, were 
withdrawn from sale at the close of business 
November 22. Gross sales of the new issue 
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amounted to $2,171 million. After allowing for 
redemptions the amount of Canada Savings 
Bonds outstanding increased by $1,629 million 
in the fourth quarter of 1976 and by $755 million 
over the whole year. 

Holders of an issue of 94/4 per cent marketable 
bonds due February 1, 1977 had the option on or 
before November 1, 1976 of exchanging their 
holdings into an equal par value of 91/4 per cent 
bonds maturing February 1, 1982. In total, $593 
million of the bonds were exchanged, leaving $7 
million of the original issue to mature in 
February 1977. Holders of an issue of 7 per cent 
bonds maturing July 1, 1977 had the option in 
the six month period from July 1 to December 
31, 1976 to exchange their holdings into an 
equal par value of 74/2 per cent bonds maturing 
July 1, 1982. Only $1.2 million of these bonds 
were exchanged. 

In March 1976 the Government cancelled $5.4 
million of 54/2 per cent bonds due August 1, 1980 
and $5.3 million of 91/2 per cent bonds due June 
15, 1994. In December 1976 the CNR cancelled 
$9.1 million of government guaranteed bonds. 
All of the bonds had been acquired under 
purchase fund provisions. 


Foreign Exchange Operations 

In 1976 the Canadian dollar was on average 
some three per cent higher than in 1975 and the 
exchange rate was considerably more volatile 
than has been typical of recent years. The 
exchange rate for the Canadian dollar reached a 
high of U.S.$1.0389 in June and a low of 
U.S.$.9588 in November, closing at U.S.$.9913 at 
year-end compared with u.s.$.9843 at the end of 
1975. Both the strength of the Canadian dollar 
and its greater volatility in the course of the year 
were a reflection of the heavy, but sometimes 
uneven, inflow of long-term capital. In late 
November a narrowing of interest rate differen- 
tials between Canada and the United States and 
the uncertainties arising from the Quebec 
election led to expectations that borrowing 
abroad by Canadians would be reduced while 
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the current account deficit remained large. The 
exchange rate fell sharply. Following a tempor- 
ary turnaround in December, the rate declined 
again through January and February. At the end 
of February the exchange rate was U.S.$.9563. 

As agent for the Exchange Fund Account of the 
Minister of Finance, the Bank of Canada oper- 
ated in the foreign exchange market to smooth 
short-run fluctuations in the exchange rate. 
Canada’s official reserves rose by U.S.$517.8 
million in 1976 and amounted to U.S.$5,843.4 
million at year-end. They declined by U.S.$572.6 
million during the first two months of 1977. 


International Monetary Co-operation 

In the context of international monetary co- 
operation the Bank of Canada has in the past 
year participated in two financial arrangements 
involving the United Kingdom. 

The first such arrangement was entered into on 
June 7, 1976. It consisted of a short-term standby 
credit facility for a total amount of U.S.$5.3 
billion made available to the Bank of England by 
monetary authorities of the Group of Ten 
countries, Switzerland and the Bank for Interna- 
tional Settlements. The Bank of Canada’s par- 
ticipation in this arrangement amounted to 
U.S.$300 million, of which a total of U.s.$90 
million was drawn down. These drawings were 
repaid and the arrangement terminated on 
December 9, 1976. 

The second arrangement, which came _ into 
effect on February 8, 1977, consists of a U.S.$3.0 
billion medium-term financing facility to deal 
with the possibility of future declines in 
officially-held sterling assets. The arrangement 
provides for the financing, in certain cir- 
cumstances, of reductions in outstanding official 
sterling balances by the Bank for International 
Settlements backed up if necessary by renewable 
short-term credit facilities from the monetary 
authorities of 11 major industrial countries. The 
Bank of Canada, acting on behalf of the 
Government of Canada, has undertaken to 
participate in this facility to the extent of 
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U.S.$100 million. The Managing Director of the 
IMF has agreed to assist in the implementation of 
the arrangement. 

The purpose of the arrangement is to protect 
official reserves of the United Kingdom from the 
impact of future declines in official sterling 
balances. Holdings of these sterling balances 
have at times declined sharply and this has had 
disruptive effects on the economic policies of the 
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United Kingdom and been a source of instability 
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in the international financial system. The ar- 
rangement provides a shield against such distur- 
bances and is additional to the program underta- 
ken by the United Kingdom in connection with 
the sDR3.36 billion (U.s.$3.9 billion) standby 
credit agreed with the IMF on January 3, 1977. As 
part of the arrangement the United Kingdom 
intends to offer securities in the form of foreign 
currency bonds to present official holders of 
sterling balances. 
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APPENDIX TABLE I 


Bank of Canada Assets and Liabilities 
tse re ee a ee ee 


Monthly changes, millions of dollars 


Government Net Investment All other Note Canadian dollar deposit liabilities 
of Canada foreign in Industrial —_ assets circulation Chartered Government Other 
securities at currency Development (net) banks of Canada 

book value assets Bank 


1976 
January 
February 
March 
April 

May 

June 

July 
August 
September 
October 
November 


December 





Total 








1977 





January 


4] 


APPENDIX TABLE II 


Chartered Bank Cash Reserves 





Millions of dollars unless otherwise indicated 





Total Average Required Average Number 
minimum holdings minimum holdings of 
cash of Bank Bank of Bank juridical 
requirements of Canada of Canada of Canada days in 
notes deposits deposits period 
1976 
January 1-15 Spleye 10 
rem 4,061 1,030 3,031 3,049 11 
February 1-15 2,023 10 
Neiys 4,019 iy) We 2,802 2 824 10 
March 1-15 2,958 ta 
ae 3,954 O39 Paps A es) 2,980 12 
April 1-15 Pies No 11 
reed 3,899 1,021 2,878 2,923 10 
May 1-15 2,947 10 
ren 3,900 993 2,907 2,932 10 
June 1-15 2935 ii 
aes 3966 1,038 2,930 2,955 11 
July 1-15 2,953 10 
ag 3,988 1,060 2,928 2,944 11 
August 1-15 3,052 10 
4,084 1,058 : ; 
16-31 : eae 3,051 2 
September 1-15 3,014 10 
4,098 POF : 
16-30 : arte 3,014 11 
October 1-15 Davey: 10 
4,109 1,1 : 
16-31 ! gia 3,045 10 
November 1-15 3,067 10 
4,122 : 
16-30 ; ce see 3,044 HW 
December 1-15 ba be 11 
4,180 1,0 ; 
16-31 of pe Sob tl 41 
1977 
January* 1-15 B320 i 
4,405 E02 : 
16-31 Sra te ee. iW 
February* 1-15 4,445 1303 3,142 3,163 Le. 





* Preliminary. 
) ' 
‘Advances to banks and Purchase and Resale Agreements with money market dealers summed and divided by number of juridical days. 
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_ Excess cash reserves 


Cumulative Average excess Advances to chartered banks and PRA outstanding 
“excess reserves reserve ratios Number of days outstanding Average outstanding” 
BE: end of period Advances PRA Advances PRA 
249 038 1 6 4.0 28.4 
196 027 1 6 3.0 48.1 
201 .030 1 6 0.3 52.3 
209 031 ~ 9 15.2 90.5 
477 066 2 4 0.2 61.7 
783 .099 . 1 : 1.6 
668 091 s 1 : 0.7 
443 .066 = 2 % 5.2 
401 059 : 2 - 4.0 
246 .036 1 5 0.5 25.8 
270 035 1 7 0.3 7.5 
275 036 1 3 0.3 17.8 
1255 036 1 4 1.5 14.8 
177 023 1 6 1.4 58.6 
262 037 5 = 25.2 
301 036 1 8 1.3 57.0 
224 031 Z 6 2.6 47.1 
242 030 2 8 1.0 81.5 
244 033 1 4 0.8 23.8 
377 052 - 6 = 81.6 
480 065 1 6 27 74.0 
278 034 1 8 0.5 68.4 
301 037 - 8 - 91.1 
220 027 1 7 at 72.9 
228 033 1 9 1.4 111.5 
360 043 1 10 1.4 157.7 


229 027 10 11 a7 65.6 
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APPENDIX TABLE III 


Bank of Canada Net Transactions in Government of Canada Securities 


Delivered basis, par value in millions of dollars 


1976 
January 
February 
March 
April 

May 

June 

July 
August 
September 
October 
November 


December 


Total 


1977 


January 





‘DY Classified by years to maturity at time of transactions. 


Net purchases from (+) or net sales to (—) investment dealers and banks 


Treasury 
bills 


Bonds‘? 
3 years 
and under 





3-5 
years 





Bankers’ 
acceptances” 


Sub-total Securities 
of bills under 
and bonds PRA 

and bankers’ 
acceptances 


























- —48.4 — 44.4 
ke 209 =A 
ee Se me.) - 
i707 83 0s0 2.4 
= AO! ve 1005 — 40.8 

- af) = 800.6 
Panels: ~ - 

+ 64.0 - - 

eee Ua a 0) ~ 
4) 5.0 - 
136.0 - - 
OUT 5.U =e 
+320.6 —=34i4 =305.9 
= too. F=46.5 —47.1 


‘Includes maturing bankers’ acceptances. 
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sais oe ial — 14.4 
erent LES ee a + 89m 
+194.3 + 423.6 — 8om 
10773 —417.4 - 
ako oot 1.0 +101=3 
- = O00 —101 
~ aa O32) - 
- + 64.0 + OS 
~ eee 1 +1928 
- a1 00.0) —192 
- +186.0 +179a@ 
BERS OP, = 106.9 — 69m 
+ 46.1 Zar O + 759m 
= 76.9 meskes BF) +1582 





i 


_ holdings 








“Bills 


Purchases (+) 
_ of new issues 
less matured 


s’ Acceptances 





Bonds 






































_ Net transactions with Government and other client accounts 
a ad es 


Net purchases from (+) 
or net sales to (—) 


Government 


and client accounts 


Bills 


Bonds 











11.1 : — 177.4 - 

M1037 + 1600 —- 307 ~ 135 
21.1 : S047) 2103 
Meo, + 293606 — «54.2 *— 12% 
31.5 E Pee A A) 
Moo + 1858  — 845 — 185 
103.6 e 2a ae aie ie 
4a + «62084. « — 1082 — 22:5 
© 57.6 : ode oe Oe 
Mee6 6 + 03720 | «2189.4 = 22.3 
+ 92.4 ss Sint hpi een 
eos © 1281 =~ 770 = 107 
$869.4 = +1,143.1 = - 1,237.4 —120.0 
+ 66.8 2 SIG a ea 


Net change in holdings 
of Government of Canada securities 
and bankers’ acceptances 


—_—_—_—_—_———————————— eee 


Bills 


= 2945 


Bonds 


Bankers’ 


acceptances 


4 ES a ee ee eee eee 





STOO! S47 
FBG 3h EG 
— 26.4 +174.0 
+157.8  —187.5 
230.70) ens 
+ 3590 —— 112 
035 e 

+185.9 + 0.9 
0 eo 
+191.6 — 13.2 
SURCy etl eo 4 Pe, 
— 26.2 + 84.0 
+566.6 + 61.0 
oe ad 





APPENDIX TABLE IV 


Government of Canada Direct and Guaranteed Marketable Securities*: 
New Issues and Retirements 


a 





Date in Issues offered Term to Yield to Millions of dollars par value 
1976 maturity maturity Amount Amount 
delivered retired 
Issues payable in Canadian dollars - direct 
Feb. 1 812% Dec. 15, 1978 2 yrs. 1042 mos. 8.35 125 
81b% Feb. 1, 1981 5 yrs. 8.50 150 
1G Oct 1 1995.23 19 yrs. 8 mos. 9.88 E255 
550 150 
Feb. 6 Treasury bills 364 days papas 150 
Mar. 1 Ti? 
Aprar 9% Feb. 1, 1978° 1 yr. 10 mos. 9.00 150 
9% Oct. 1, 1980 4 yrs. 6 mos. 9.00 250 
OZ Oct, 1 1995) 19 yrs. 6 mos. TOLES m250 
650 436 
May 7 Treasury bills 364 days 250 200 
June 1 81L% Dec. 15, 19789” 2 yrs. 642 mos. 8.50 50 
83/4% June 1, 1981 5 yrs. 8.75 300 
942% June 15, 1994909 18 yrs. %& mos. 9.80 7200 
650 372 
Aug. 1 812% Dec. 15, 1978” 2 yrs. 442 mos. 850 150 
83/4% June 1, 19810” 4 yrs. 10 mos. 875 400 
916% June 15, 1994000? 17 yrs. 1042 mos. 9.80 150 
700 349 
Aug. 6 Treasury bills 364 days 250 200 
Octe 1 812% Dec. 15, 19780” 2 yrs. 242 mos. 8.50 ths 
812% Feb. 1, 19810 4 yrs. 4 mos. 8.50 325 
PeTOct 1, 2001=° 25 yrs. 9.50 300 
700 505 
Nov. 19 Treasury bills 364 days 200 150 
Dec. 1 84/4% Feb. 1, 1979 2 yrs. 2 mos. 8.42 100 
812% Dec. 15, 1981 5 yrs. 42 mos. 8.62 300 
On Oct 1, 2001782 24 yrs. 10 mos. 9.47 300 
700 400 
Total bonds 3,950 pag iS 
Total Treasury bills* Beet. 200 
Issues payable in Canadian dollars - guaranteed 
Dec. 31 ie 
Issues payable in foreign currencies - direct and guaranteed 
Apr. 15 144 
Cer. 15 1 
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Excludes three-month and six-month treasury bills which accounted for $1,420 million of the net increase over the year in total 
securities outstanding. 


In addition to $150 million 842% December 15, 1978 already outstanding. 

In addition to $325 million 10% October 1, 1995 already outstanding. 

These bonds are eligible for purchase by the Purchase Fund created October 1,'1975, 

Cancellation of $5.4 million 542% August 1, 1980 bonds and $5.3 million 912% June 15, 1994 bonds held by the Purchase Fund. 
In addition to $200 million 9% February 1, 1978 already outstanding. 

Exchangeable at the option of the holder, on or before October 31, 1977, into an equal par value of 9% bonds due February 1, 
1980 yielding about 9.00% for the 3 year 10 month period commencing April 1, 1976. 

In addition to $200 million 9% October 1, 1980 already outstanding. 

Exchangeable at the option of the holder from January 1, 1980 to June 30, 1980 into an equal par value of 5 year 912% bonds 
dated October 1, 1980 and due October 1, 1985 giving a combined yield of about 9.21% for the full 9 year 6 month period 
commencing April 1, 1976. 

In addition to $600 million 10% October 1, 1995 already outstanding. 

These bonds are eligible for purchase by the Purchase Fund created October 11,1975. 

In addition to $275 million 842% December 15, 1978 already outstanding. 

In addition to $343.6 million 942% June 15, 1994 already outstanding. 

These bonds are eligible for purchase by the Purchase Fund created June 15, 1974. 

In addition to $325 million 842% December 15, 1978 already outstanding. 

In addition to $300 million 894% June 1, 1981 already outstanding. 

In addition to $643.6 million 942% June 15, 1994 already outstanding. 

These bonds are eligible for purchase by the Purchase Fund created June 15, 1974. 

In addition to $475 million 812% December 15, 1978 already outstanding. 

In addition to $150 million 84% February 1, 1981 already outstanding. 

The Government of Canada will operate a purchase fund for this issue. 

In addition to $300 million 912% October 1, 2001 already outstanding. 

These bonds are eligible for purchase by the Purchase Fund created October 11976, 

Cancellation by purchase funds of the following Canadian National Railway bonds: $2.1 million of 5% May 15, 1977; $2.4 
million of 534% January 1, 1985; $4.6 million of 5% October 1, 1987. 

Partial redemption at par of U.S. pay 5% October 15, 1987 for Sinking Fund. 

Partial redemption at par of U.S. pay 5% October 15, 1987 for Sinking Fund. 
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_BANK OF CANADA Statement of Income and Expense 


| Year Ended December 31, 1976 
_ (with comparative figures for 1975) 


1976 1975 
(thousands of dollars) 
_ INCOME 
_ Revenue from investments and other income ................... $760,389 $629,411 
_ EXPENSE 
0 ae cr $ 18,125 Silo 74 
| Contributions to pension and insurance funds ................... 3,362 3,902 
meee fall EXPENSES IE ek ood eos nde bcd Soke one. 1,456 1,305 
Coe A tb oes bec. a7 31 
Mee CCS ANG EXPENSES... 6. ke. ce ees acne oes eee cues pe 143 
fmeexes — Municipal and business .............................. 4,540 2,339 
I ee ey nee 14,948 12,126 
pata processing and computer costs............000-eeecc0e- 5. 1,800 1,459 
_ Maintenance of premises and equipment -net .................. 37153 1,877 
Mumm OT PUDIICAUIONS fy. ous oes ce ac eevee vcee bacco el 466 429 
Other printing and stationery ....... De te Suet SRT Me cc 665 536 
ME SECANGEXPIESS ee oe eee cece enc ccucsc..... 475 320 
BM COMMUNICALIONS 6. oe cee cece cn cevccceccseee cece. 650 498 
Meee aNd Staff transfers <2 66 sce. ee css ek nce cecccce.c oe. el 696 645 
A I eS ie 2,508 
ME DENS CS a eter eo Sy ko ohne ooo oe 725 561 
54,468 44,653 
Depreciation on buildings and equipment ...................... 2,681 1,301 
57,149 45,954 
NET INCOME PAID TO RECEIVER GENERAL FOR CANAD Arse 703,240 583,457 
$760,389 $629,411 


0 oo re 


@ The number of staff averaged 1,458 in 1976 and 1,403 in 1975; the approximate number of employee years worked was 1,450 in 1976 and 1,408 
in 1975. 
@ Includes cafeteria expenses, retirement allowances, overtime pay, educational training costs and medical services. 
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BANK OF CANADA Statement of Assets and Liabilities 


as at December 31, 1976 
(with comparative figures for 1975) 


ASSETS 


Deposits payable in foreign currencies: 
Pisce ster ihe ana vo As COUNATS 2, «utes alee ee ett ems oe 
GNHERCULEN CICS ects car eterno pe ene ee 


Advances to chartered and savings banks .................- 


Bills bought in open market, not including 
treasury bills, at amortized values................-2.-005. 


Investments — at amortized values: 

TEOASTN VDI Latics Wig ctety proce cuts Mabancail wie nislayaneiacet 
Other securities issued or guaranteed by 

Ganada maturing within tnfee Veals —.55-.. sect ee 
Other securities issued or guaranteed by 

Canada not maturing within three years <.....22..<2.44..... 
Debentures issued by Industrial Development Bank ........ 
Securities issued by the United Kingdom 

and the United: States of AMENICa . 2-4-5 0 ee ees oe 
REE SEE TTC se cee ce eee aie eatin tera ue ae 


Bank premises: 
Land, buildings and equipment at cost 
fess aecumUlatee CEPIEClAlOl. 68 vac ctran ture aie tone eee eae 


Cheques drawn on other banks .................- 0000000505 


Accrued interest on investments .....................00005 


Net balance of Government of Canada collections 
and payments in process of settlement .................... 


Other assets 
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we ee ee OS fee ie ee le 8 ee Wwe oe ie ee 6 fale Vee) eS ee, 6 ee ee) ee ee 


1976 


1975 


(thousands of dollars) 


$ 62,493 
623 


Gs71 16 


23,000 


104,786 


27,055,615 
2,017,060 


3,902,013 
858,429 


1,367,934 


2099 


10,614,491 





61,448 


746,154 





160,901 


65353 
Sees. 
$11,843,222 


$ 13,7% 
497 


14,212 


44,066 


2,081,381 
2,804,058 


2,923,088 
1,029,528 


1,079,045 
2,638 
9,919,73e 


55,008 
151,314 
147,627 


161,295 
2,623 
$10,495,872 


— 





oo 


_ LIABILITIES 


| Capital paid up 
| Rest fund 


_ Deposits: 

Government of Canada 
| Chartered banks 
_ Other 














| 
Government of Canada 
' Other 





| Bank of Canada cheques outstanding 


Other liabilities 


) Governor, G. K. BOUEY 


ee ey tena ee eee eS, eye Sere Cle F6- area tes 16 sen's) Gene ite ee weuie heres lash wee) 6 


Dae meeome whe! oP te KS i000 /6(e. Se. eeeenie Ho: Lele 6. ors sloa eh et ernatls reiier cs) Seeee 


CCS Ee ORAS DELO! DT Ge ORC ee ete Sele Rene) el eee eatel oc 


Cees ep Ore Os (2 6, 8.0 818 ee 8) 1B) wee ne Pa) el 6a elie 


OE eS ne es OL A OR SR Te CR Cre, nei 8 tia se) ele ene eiaice! Se BwUveD ‘a. le |g lai 


i peti, eta oi LO Ore 1 OS (Or OS 8) 1S) 6'a C818) 46 16, 16) 8) v0.6) Bie Re M6) ener Ge) Gs ek vas tel he ie 





| Liabilities payable in foreign currencies: 


OE TE 410) 49. O58) 0. 0: Nor de eter) 68 @ er is elie etie se ene ce. se 


Coat eer aC OL GSE OO ASA LAAN Ea) Ri 6)7 0.0) 616 yi watei oases Warts cope eM eter a Patiet ia) let ete te 





OY 10.) SEOs 0 08 Oe 18) 6S ei 4, Yelle lca) Ee ie: 

















1976 1975 
(thousands of dollars) 

5,000 5,000 
25,000 25,000 
FAG 129050 7-205 052 
32,536 26,639 
3,169,346 2,748,456 
1237555 63,342 
Spe Date: i is 2,838,437 
55,630 7,415 
151 284 
55,981 7,699 
Sole 269,147 
66,947 672537 
$11,843,222 $10,495,872 


Chief Accountant, A. ROUSSEAU 


| ' 


: Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 
1976 and the statement of income and expense for the year then ended. Our examination was 
made in accordance with generally accepted auditing standards, and accordingly included such 


tests and other procedures as we considered necessary in the circumstances. 


In our opinion, these financial statements present fairly the financial position of the Bank as at 
| December 31, 1976 and the results of its operations for the year then ended in accordance with the 
attached summary of significant accounting policies, applied on a basis consistent with that of the 


preceding year. 
_ PIERRE CHOUINARD, C.A. 
| de la firme Samson, Bélair & Associés 


_ Ottawa, Canada, January 21, 1977 


oe 2 ————— 


M. A. MACKENZIE, F.C.A. 
of the firm Clarkson, Gordon & Co. 
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BANK OF CANADA Financial Statements December 31, 1976 


Summary of Significant Accounting Policies 





a. Form of Presentation 


The form of the statement of assets and 
liabilities meets the requirements of the 
Bank of Canada Act. 


b. Revenues and Expenses 


Revenues and expenses have been ac- 
counted for on the accrual basis. 


c. Investments and Bills 


In accordance with the requirements of the 
Bank of Canada Act, these assets have been 
recorded at their cost adjusted for amortiza- 
tion of purchase discounts and premiums. 
The amortization as well as gains and losses 
on disposition have been included in in- 
come. 


d. Translation of Foreign Currencies 


Assets and liabilities in foreign currencies 
have been translated to Canadian dollars at 
the rates of exchange prevailing at the 
year-end. Gains and losses resulting from 
these translations have been included in 
income. 


e. Depreciation 


Depreciation has been recorded at the 
following annual rates applied on the declin- 
ing balance method: 

Buildings 5% 

Equipment 20% 


be 


Board of Directors 


i 


G. K. BOUEY 


R. W. LAWSON 


R. W. CAMPBELL 

C. A. DAGENAIS 

W. DODGE 

W. R. JENKINS 

W. A. JOHNSTON 

S. G. LAKE 

J. W. E. MINGO, Q.c. 
jatdirOlds Oe. 

}- AL STAGK 


J. TASCHEREAU 


A. WALTON 


Ex-officio 
T. K. SHOYAMA 


OTTAWA 
Governor 
Member of the Executive Committee 


OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 


CALGARY, ALTA, 
MONTREAL, QUE. 
OTTAWA, ONT. 
CHARLOTTETOWN, P.E.I. 
WINNIPEG, MAN. 
RAMEA, NELD. 

HALIFAX, N.S. 
TORONTO, ONT. 
SASKATOON, SASK. 


QUEBEC, QUE. 
Member of the Executive Committee 


VANCOUVER, B.C. 
Member of the Executive Committee 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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Senior Officers eee 


G. K. Bovey, Governor 
R. W. LAWSON, Senior Deputy Governor 


G. E. FREEMAN, Deputy Governor ALAIN JUBINVILLE, Deputy Governor 
*B. J. DRABBLE, Deputy Governor D. J. R. HUMPHREYS, Deputy Governor 
**R_ JOHNSTONE, Adviser J. N. R. WILSON, Adviser 
Jacques A. BussifRres, Adviser W. A. McKay, Adviser 
A.J. NORTON, Adviser D. B. BAIN, Associate Adviser 
J. S. ROBERTS, Secretary SERGE VACHON, Associate Adviser 


*On leave of absence as an Executive Director of the International Monetary Fund 
*On leave of absence as Executive Director of the Anti-Inflation Board 


J. M. E. MorIN, Auditor 


Securities Department 
D. G. M. BENNETT, Chief 


J. M. ANDREWS, Deputy Chief F. FAURE, Deputy Chief 
A. W. Noste, Deputy Chief V. O'REGAN, Securities Adviser 
Toronto Division Montreal Division 
J. T. BAXTER, Chief J. CLEMENT, Chief 


W. E. DEANS — Vancouver Representative 
A. G. KettH- Edmonton Representative 
Research Department 
J. W. Crow, Chief 


D. R. STEPHENSON, Deputy Chief C. FREEDMAN, Research Adviser 


Department of Banking and Financial Analysis 
G. G. THIESSEN, Chief 
W. R. WHiTE, Deputy Chief G. W. KING, Research Adviser 


International Department 
EDITH M. WuYTE, Chief 
J. E. H. CONDER, Deputy Chief A. C. LAMB, Chief, Foreign Exchange Operations 


Department of Administrative Operations 
R. H. OsBoRNE, Chief 
T. D. MacKay, Deputy Chief L. A. VAUGHAN, Chief, Currency Division 


Public Debt Department 
R. F. PRITCHARD, Chief 


Secretary’s Department 
J. S. ROBERTS, Secretary 
G. S. WaTTS, Archivist |. G. L. FREETH, Chief, Computer Services Division 


Comptroller’s Department 


D. A. THOMPSON, Comptroller 
A. ROUSSEAU, Chief Accountant 


Department of Personnel Administration 


H. A. D. Scott, Chief 
R. L. FLett, Deputy Chief 
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Agencies 

eee 
HALIFAX — E. L. JOHNSON, Agent 

SAINT JOHN, N.B. — R. E. BURGESS, Agent 


MONTREAL J. E. R. ROCHEFORT, Agent 
R. MARCOTTE, Assistant Agent 


OTTAWA  C.A. St. Louis, Agent 


TORONTO _ R.E. A. ROBERTSON, Agent 
K. W. KAINE, Assistant Agent 


WINNIPEG — A. H. Potter, Agent 
REGINA — G. H. SMITH, Agent 
CALGARY — H. Prowse, Agent 
VANCOUVER _ D. G. Warner, Agent 


ahs, 
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February 28th, 1978 


Tie tion eantCnretlen, +. ce... 
Minister of Finance, 

sts ivaaw. ce. 

Dear Mr. Chrétien, 

In accordance with 
the provisions of the Bank of Canada Act 
Iam transmitting herewith my report for 
the year 1977 and a statement of the 
Bank's accounts for this period, signed 
and certified in the manner prescribed in 


the by-laws of the Bank. 


Yours sincerely, 


p 


Governor 
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General Observations 





In 1977 Canada made further progress in 
recovering from the economic distortions pro- 
duced by the intense inflationary pressures that 
were experienced earlier in the 1970s. By 1975 
these pressures, which came from internal as 
well as external sources, had seriously under- 
mined the ability of the Canadian economy to 
function well. Since that time both private and 
public responses to the problems facing the 
economy have been more realistic and, despite 
various Current setbacks, the prospects for the 
future performance of the economy have im- 
proved correspondingly. 

Perhaps the most troublesome legacy of the 
period of accelerating inflation was the wide- 
spread sense of unfairness created by the very 
uneven impact of the inflationary process on the 
incomes of different groups in the community. 
The normal link between incomes and economic 
performance became seriously weakened, and 
the various groups in the community felt 
impelled to join more and more vigorously in the 
scramble for increases in money incomes to 
restore or to protect their positions. The trouble 
with these reactions was that, however defen- 
sible they seemed from the point of view of those 
concerned, they were perverse from the point of 
view of the whole community. By continuing to 
feed the inflationary process long after the 
disappearance of excessive demand pressure in 
the economy, they were prejudicing the growth 
of employment and productivity in Canada on 
which ultimately the real income of the com- 
munity depends. 


What was badly needed was a slowing of the 
inflation of money incomes relative to output, 
that is, a trend back towards a matching of 
increases in income and increases in output. 
This is a difficult transition to accomplish and an 
extremely painful one if it is made rapidly. We in 
Canada are attempting to make it gradually over 
a period of years in the belief that a gradual 
approach will serve better in the longer run by 
attracting the public understanding and support 
required for a successful outcome. We are now 
over two years into the period of transition, and 
any fundamental assessment of the current 
position and prospects of the Canadian economy 
must rest heavily on how well the transition is 
proceeding. 

| believe that we have made solid progress over 
the last two years. While we still have some 
distance to go, | think we should feel heartened 
by how far we have come and encouraged to 
press on. The trend of wage and salary increases 
has declined sharply from the extraordinary 
levels of two to three years ago and there is today 
evidence in many quarters of more realistic 
attitudes towards increases in money incomes. 
We now appear to have succeeded in getting the 
rate of increase in our labour costs back into the 
Same range as in the United States, the first time 
that this has happened for many years. In a 
country as dependent on international trade as 
ours it is essential to our economic welfare that 
we be competitive internationally. 

In respect of our international competitive 
situation one must, of course, also take account 
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of the foreign exchange value of the Canadian 
dollar. With the deterioration that has occurred 
in recent years in the trend of costs of 
production in Canada relative to that in the 
United States it was virtually inevitable that 
sooner or later the Canadian dollar would fall to 
an appreciable discount in terms of the United 
States dollar. Such an adjustment had in fact 
become necessary to mitigate the impact of the 
relative increase in our costs on our international 
trade. The exchange rate adjustment came in 
late 1976 and during 1977. Since the United 
States dollar has in very recent months experi- 
enced a substantial depreciation relative to a 
number of important overseas currencies the 
depreciation of the Canadian dollar against these 
overseas currencies has been very large indeed. 
It would have been very much better for 
Canada if we could have avoided the deteriora- 
tion in our relative costs that made a large 
exchange rate adjustment necessary. But since 
we did not avoid it we must now cope with the 
exchange rate consequences in the interests of 
our ability to compete with the outside world. 
These consequences are that imports now cost 
us more than they did, more not only in terms of 
Canadian dollars but also in terms of the amount 
of Canadian goods and services that we must 
export to pay for them. There may be a 
disposition on the part of some Canadians to 
believe that they should be protected from the 
higher cost of imports by receiving extra 
increases in their money incomes but that would 
exacerbate rather than solve our economic 
problem. To the extent, on the other hand, that 
the consequences of the exchange rate adjust- 
ment are accepted without a futile inflationary 
effort to escape them, the stage will be set for a 
widespread and welcome increase in the de- 
mand for Canadian exports and for Canadian 
goods and services that compete with imports. 
There is already evidence of a significant 
improvement in our mercnandise trade balance. 
The balance of payments deficit on current 
account is still very large, however, and the 
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Canadian dollar has been vulnerable to any 
ebbing of the flow of capital into Canada. The 
recently announced intention of the Govern- 
ment of Canada to borrow funds outside Canada 
in order to supplement the net inflow that occurs 
through other channels will assist in the orderly 
financing of the deficit. 

My general view about matters related to the 
Canadian exchange rate is then that for a year or 
so our past has been catching up with us; that 
this involves difficult adjustments of many kinds 
over different time periods; that things have so 
far gone about as well as could reasonably have 
been expected; that the more successful we are 
in limiting the fallout from the movement in the 
exchange rate on our cost structure the better 
will be our economic base for moving forward; 
and that the best way to avoid future problems 
related to the external value of the Canadian 
dollar is to maintain its internal value. 

There are other aspects of the scene during 
1977 that also lead me to believe that Canada is 
making progress in dealing with its economic 
problems. During 1977 governments at all levels 
continued their efforts to bring their expendi- 
tures under firmer control and in this endeavour 
they seemed to have broad public support. 
Attitudes towards government spending have 
changed remarkably from those prevalent a few 
years ago that led to the burgeoning of the public 
sector in Canada. The change in attitudes goes 
beyond the scale of government spending to 
include on the part of governments themselves a 
willingness to look hard at the full effects of their 
various initiatives and to recognize effects that 
were not intended. There is now a much greater 
awareness that a satisfactory growth of employ- 
ment and output cannot be achieved through 
demand management policies alone, that other 
policy measures have an important role to play 
in this regard and that they must be carefully 
designed and co-ordinated. 

| shall have more to say about monetary policy 
later in this Report but in this context | would like 
to say that | am encouraged by the support that 





the Bank of Canada has received in its efforts to 

conduct monetary policy within the framework 

of a medium-term time perspective. | am 

naturally aware of the arguments that are made 
- for aiming monetary policy at short-term objec- 
tives but history offers a great deal of evidence 
that this does not work very well. It is encourag- 
ing that the world-wide inflationary upsurge of 
the early 1970s has been widely understood as 
underlining the need for moderation and 
perspective in monetary management. 

Not all commentaries on Canadian economic 
developments in 1977 give as much weight to 
positive aspects as this one and certainly there is 
no shortage of respects in which the perform- 
ance of the Canadian economy fell well short 
of ideal. One major disappointment was the 
trend of employment and output. Employment 
rose appreciably over the year but not by as 
much as the labour force, with the result that the 
unemployment rate drifted upward more or less 
continuously during the year to 81/2 per cent at 
_year-end. | share the general concern about this 
| Situation. In my view it underlines the need for, 
_among other things, completing the transition to 
_ better cost and price performance. 
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Another unwelcome feature of 1977 was the 
| trend of prices. An important contributing factor 
| here was the exchange rate. As | have already 
_ Said, the exchange rate adjustment was bound to 
| 























come at some time and the important thing is to 
recognize that a change in the exchange rate on 
_the scale we have experienced involves a ‘‘once 
| and for all’’ adjustment that must be accommo- 
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dated. It would therefore be a serious mistake to 
Suppose that the unwelcome effect of the 
exchange rate adjustment on prices is evidence 
that Canada’s anti-inflation program is not 
| working. 

_ Another element in the unfavourable price 
‘trend was the continuing adjustment in Canada 
of the price of energy towards world levels. 
| Although it is being spread over a period of time, 
_this too has some of the character of a ‘‘once and 
for all’’ adjustment that must be absorbed. 
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The most untimely element in the unhappy 
trend of prices in Canada in recent months has 
been food prices. Food prices are typically much 
more volatile than other consumer prices and 
are subject to a great many special influences of 
a short-run character such as production cycles 
and variations in weather. The result is that the 
food component of the Consumer Price Index 
has moved quite differently from the non-food 
component in most periods of the last few years. 
The exchange rate adjustment is, of course, a 
partial explanation of the sharp recent increase 
in the prices of some foods but other influences 
characteristic of food prices have been domi- 
nant. The underlying trend of prices in Canada is 
much better indicated by the non-food compo- 
nent of the Consumer Price Index than by the 
total Index, and it is of great importance that this 
be widely recognized. In spite of the exchange 
rate adjustment non-food prices have risen by 
only about 7 per cent over the last twelve months 


Consumer Prices 


Percentage change, four quarters ending 
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compared with almost 84/2 per cent over the 
previous twelve months, and that result is 
encouraging. 
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Through 1977 monetary policy continued to be 
conducted within the framework that | have 
outlined in my two previous Reports. This is a 
medium-term framework which in the present 
context gives priority to guiding monetary 
expansion along a path conducive to the gradual 
return of the Canadian economy to satisfactory 
levels of activity without inflation. | recognize, 
of course, that a monetary policy of this 
character will not of itself guarantee the end 
sought. Many other decisions throughout the 
economy will also have to be directed to the 
Same purpose. But if monetary policy is not 
compatible with that objective, policies to that 
end in other areas will be frustrated no matter 
how well designed and executed they may be. 
Thus confidence in the integrity of monetary 
policy is a prerequisite to confidence in a 
society’s ability to achieve and sustain good 
price performance in a free market economy. 

Because decision-making throughout the 
economy is much influenced by expectations 
about future rates of inflation and because 
expectations about inflation are in turn influ- 
enced by expectations about monetary policy, it 
has, | think, been constructive that the Bank of 
Canada has adopted the practice of giving 
information about its future policy intentions in 
terms of monetary growth targets. This informa- 
tion is given in terms of a range within which the 
Bank will endeavour to cause the money supply* 
to track in the year or so ahead, and it is 
supplemented by the indication that over time 
the growth rates that define this range can be 
expected to be reduced towards those that 
would be consistent with a satisfactory level of 
economic activity with stable prices. It is 


“Defined for this purpose as currency and chartered bank demand 
deposits, or M1. 


intended that these assurances about the Bank’s 
future actions should encourage groups 
throughout the community to base their 
economic decisions on the expectation of 
declining rates of inflation in Canada. 

The Bank’s approach to the conduct of mone- 
tary policy helps it respond constructively to 
changes in the trend of total spending in the 
economy. This was illustrated when the trend of 
total spending in Canada weakened in the latter 
part of 1976 in line with a slowing of real 
growth. The Bank reduced its Bank Rate in four 
steps from 91/2 per cent in November 1976 to 742 
per cent in May 1977 and these reductions were 
followed by similar reductions in short-term 
market yields and in institutional deposit and 
lending rates. Those interest-rate initiatives 
could of course have been seen at the time as 
warranted on grounds other than the trend of the 
money supply - and they were in fact then so 
seen — but they were also strongly signalled by 
the trend of the money supply relative to the 
Bank’s target range. 

In the months since May 1977 the growth of 
total spending in the economy has been such 
that no Bank Rate initiative has been required to 
keep monetary expansion proceeding at a 
moderate rate and short-term interest rates in 
Canada have not moved far from the levels 
established after the Bank Rate reduction in May. 
Credit has continued to be readily available and 
the level of interest rates in Canada has not been 
high relative to the current rate of price inflation. 
Long-term interest rates have risen in recent 
months from the lower levels which they had 
reached at mid-1977 but the main contributing 
factor has been a similar increase in long-term 
rates in the United States. 


* * K * 


We are now well into the third year of recovery 
from our disruptive burst of accelerating infla- 
tion. | have already said that | believe that we 
have made, and are making, solid progress 
towards a much sounder economic situation and 


_that we have good grounds for feeling encour- 
/aged to press on. | have noted that in our 
“progress we have recently encountered two 
-adverse winds which must not be allowed to 
blow us off course, namely, the inflationary 
| fallout of the major adjustment that has occurred 
vin our exchange rate and the recent surge in food 
prices. | also recognize that our economic 
Beoblems have been complicated by the ques- 
tions that have been raised about the place of 
Quebec in the Canadian federation. 
_ Before much longer we shall face yet another 
test, the phasing out of the mandatory income 
Moidelines administered by the Anti-Inflation 
Board. For the first time in quite a while 
decisions on incomes and _ prices for large 
‘segments of the economy will have to be made 
solely on the joint responsibility of those directly 
involved. These decisions will be made in a 
“market environment that is not going to be strong 
enough to absorb anything more than modest 
increases in incomes and prices without the loss 
of potential jobs and output. It is therefore very 
important that wage- and price-setting decisions 
‘should not be distorted by a resurgence of 
inflationary expectations. Since monetary policy 
‘has some influence on expectations | have been 
_at pains to emphasize that no one should look to 
monetary policy to accommodate inflationary 
increases in costs and prices through excessive 
monetary expansion. 

A successful passage through the months ahead 
will require realistic and responsible decisions 














| 


—_ TT SSSSSSSS————C“Y] 


by a great many Canadians - realistic in their 
relationship to current economic conditions and 
responsible in their moderation and time 
perspective. | have previously observed that one 
of the consequences of Canada’s recent inflation- 
ary surge was the erosion of the willingness and 
confidence of individuals and groups to act in 
this way. It is essential to the collective interest 
that such willingness and confidence be again 
manifested. 

If we in Canada continue our progress towards 
better control of our prices and costs we shall 
unquestionably benefit from higher levels of 
employment and output than would otherwise 
be possible. Better price performance will 
strengthen business and consumer confidence 
and assure a high and rising level of domestic 
demand. Better price performance will improve 
the competitive position of Canadian suppliers 
in foreign markets and in relation to foreign 
goods in Canadian markets. The prospects are 
that economic growth will be appreciable in our 
major foreign markets and that the opportunities 
to export will be there if Canada can meet the 
competition. The key to resolving a large part of 
Canada’s economic problems and to promoting 
its future economic prosperity lies in fact in 
those things that are involved in being 
competitive - enterprise, efficiency and incomes 
governed by real output. For more than two 
years we have been moving in the right 
direction, and our prospects are good if we do 
not lose heart. 
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Economic Developments 
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The hesitation that had been evident in the 
pace of economic activity since mid-1976 
continued through the first half of 1977 as a 
pick-up in output in the early part of the year 
proved to be short-lived. However, in the second 
half of the year there was a firming in demand 
and output. In particular the foreign trade 
balance strengthened as the trend of imports 
eased further and exports continued to expand. 
For the year as a whole, real Gross National 
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Gross National Expenditure 
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Quarterly percentage change at annual rates 












1974 JRE Gs) 1976 


Expenditure (GNE) averaged only 2/2 per cent 
higher than in 1976 but the gain through the four 
quarters of the year was 4 per cent. 

Employment grew more steadily than output 
during the year, increasing by approximately 21/2 
per cent through the four quarters. This was 


appreciably faster than in either of the two 
previous years, but it was less than the growth in 
the labour force, which rose strongly in response 
to a further sharp rise in the number of women 
deciding to seek work. As a consequence the 
recorded rate of unemployment moved up to 
reach a seasonally adjusted level of 81/2 per cent 
at year-end. The growth in employment was 
unevenly distributed among the main regions of 
the country. Gains ranged from close to 34/2 per 
cent in Ontario and the Prairies to not much 
more than 14/2 per cent in the other three regions. 
The change in unemployment rates was similarly 
dispersed, with relatively small increases in 
Ontario and the Prairies and larger increases in 
Quebec and the Atlantic Provinces. Thus re- 
gional differences in unemployment rates tended 
to widen rather than narrow in 1977. 

The comparatively strong advance in employ- 
ment relative to the growth in output meant that 
in 1977 labour productivity, that is output per 
person employed, averaged only 3/4 per cent 
more than in the previous year. Productivity had 
picked up somewhat in 1976 after registering 
considerable weakness in the two preceding 
years but in 1977 the increase was again well 
below the long-term average. It is evident that 
forces related to cyclical developments in 
economic activity have played an important role 
in limiting the advance in productivity in recent 
years, but non-cyclical forces may also have 
been at work. 

Over the four quarters of 1977 the rise in total 
spending and incomes in money terms (GNE) 
slowed further to just under 10 per cent 
compared with an increase of 12/2 per cent 
through the four preceding quarters. This decel- 
eration reflected a less rapid rise in the over-all 
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price level for output (as measured by the GNE 
deflator) and in the unit costs which underlie it. 
During this same period the GNE price deflator 
went up 54/2 per cent, or considerably less than 
half the peak rate of increase recorded as 
recently as 1974. 

The pace at which the main components of real 
demand developed during 1977 was far from 
even. However, the principal feature was the 
sharp improvement in Canada’s external trade 
position in real terms — the net balance between 
exports and imports of goods and services in 
constant dollars. Domestic demand registered a 
very moderate gain over the four quarters of 
0977. 

The performance of domestic demand in the 
first half of the year was greatly influenced by 
weakness in the volume of consumer outlays. 
This in turn reflected a slower rate of growth of 
money incomes and a renewed acceleration in 


consumer prices. Furthermore, the personal 
savings rate for the half year moved up after 
having fallen back somewhat in the latter part of 
1976 from earlier very high levels. A secondary 
source of weakness in the first half of 1977 was 
the decline in both farm and non-farm inven- 
tories, the latter being mainly a response at the 
distribution level to the lack of buoyancy in 
consumer spending. While government spend- 
ing on goods and services and business invest- 
ment in plant and equipment rose in the first half 
of the year, housing investment declined in 
lagged response to the moderating trend of 
housing starts from the record pace attained in 
late 1975 and early 1976. 

With the improvement in retail sales that began 
about mid-year consumer spending in real terms 
rebounded strongly in the third quarter, but did 
not advance further in the final months of the 
year in the face of modest growth in real 
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personal disposable income and a relatively 
strong increase in personal savings. However, 
there was renewed growth in non-farm inven- 
tories through the second half, apparently 
reflecting in part some renewed willingness to 
add to trade stocks in response to the improve- 
ment in sales. Other areas of domestic spending 
were generally lacking in strength. Business 
fixed investment declined, partly in response to a 
drop in non-residential construction activity as 
the advance in energy investment tapered off 
after several years of very steep increases. The 
level of investment was still sufficient to result in 
some increase in productive capacity, but at an 
appreciably slower rate than in earlier years, and 
the extent to which available capacity was. used 
appears to have increased modestly. 

Developments in Canada’s external trade af- 
forded a sharp contrast with the modest growth 
of domestic demand. Export volumes registered 
a definite upward trend while real imports in fact 
declined in the second half of the year. These 
developments were encouraged by the im- 
provement in the competitive position of Cana- 
dian suppliers vis-a-vis foreign suppliers. As can 
be seen in the preceding chart the rise in 
Canadian unit labour costs in domestic currency 
terms came down in 1977 to the U.S. range after 
several years of divergence. In addition there 
was a gain in cost competitiveness in 1977 
relative to foreign suppliers as a consequence of 
the depreciation of the exchange rate. 

Another development in 1977 that had an im- 
portant effect on the external balance and on 
domestic real incomes was the markedly slower 
rise in the prices of Canadian exports than in the 
prices of imports. Despite this deterioration in our 
international terms of trade, which came after 
several extraordinarily favourable years and ap- 
pears to have reflected both prices in world 
markets and exchange rate developments, the 
trade balance in current dollars did show an 
improving trend through the year and the surplus 
in 1977 was about $3 billion compared with $1 
billion in 1976. This gain was offset by continuing 
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growth in the deficit on interest and _ travel 
payments so that the over-all current account 
deficit remained about $4 billion. 

The deceleration in 1977 in the rise in total 
money incomes was almost entirely due to a 
much more moderate advance during the year in 
labour income. The extent of this moderation in 
1977 was exaggerated somewhat because of the 
very high retroactive wage payments made in 
1976 in respect of earlier years but attributed to 
labour income in that year. However, the 
slowing was still considerable even after correc- 
tion for this factor. Profits, on the other hand, 
registered a strong recovery during 1977 after 
experiencing a sizeable decline the year before. 
A very important factor in improving profits was 
the effect on export and import-competing 
industries of the exchange rate change, which 
made production for export more profitable and 
encouraged the substitution of domestic produc- 
tion for imports. The exchange rate change was 
also a favourable factor for farm incomes, but the 
accrued net incomes of farm operators averaged 
considerably less than in the previous year. This 
reflected both the drop in farm output, particu- 
larly a lower wheat crop following the bumper 
harvest of 1976, and the continued increases in 
farm Operating costs. 

With the slowing in the rise in labour income 
there was a marked easing in the escalation of 
labour costs per unit of output, by far the most 
important component of domestic costs of 
production. In view of the slower rise in labour 
productivity during 1977, this improvement in 
cost performance was entirely attributable to the 
more moderate increase in average money 
wages. Average weekly earnings, which are not 
So affected by retroactive payments as the labour 
income estimates, rose by approximately 9 per 
cent through the four quarters of the year after 
advancing by 11 per cent during 1976. In the 
latter part of 1977 the increase in earnings was 
running still lower, at an annual rate close to 8 
per cent. 


Newly negotiated wage settlements under 


major collective bargaining agreements tend to 
be a leading indicator of changes in average 
earnings, and here also there was an appreciable 
further moderation during 1977, continuing the 
pattern established since the introduction of the 
anti-inflation program. The improvement in 
1977 was not so dramatic as in 1976, but 
nonetheless the average annual increase over 
the life of contracts in the final quarter of the 
year was down to 7 per cent and first year 
increases averaged 71/2 per cent. The moderation 
in the size of new settlements has been apparent 
for all main areas of the economy, including 
both the commercial and the non-commercial 
sectors. 

Although domestic costs of production ad- 
vanced more slowly in 1977, domestic prices 
Came under more intense upward pressure as a 
result of a sharp rise in import prices. Mainly 
because of the large change in the exchange 
rate, import prices rose by close to 17 per cent 
over the four quarters of 1977 after advancing by 
less than 2 per cent in 1976 and by 6 per cent in 
1975. The impact of higher import costs was 
particularly visible in the area of food prices. 

These price pressures were evident at the 
wholesale level. Industry selling prices increased 
by 8 per cent over the four quarters of 1977, or 
almost double the rise in 1976. Selling prices for 
the food and beverages sector rose by more than 
9 per cent in this period after registering a de- 
cline in 1976. However, it is noteworthy that the 
acceleration in industry prices generally during 
1977 was comparatively modest considering 
the extent of the change in the exchange rate. 
This indicates the important moderating effect 
exerted by the slower rise in domestic costs. 

In the case of retail prices the same factors were 
at work except that in this area the adverse swing 
in food prices showed up still more dramatically. 
Food costs make up more than one quarter of the 
Consumer Price Index (CPI) and by the end of 
1977 the twelve-month increase in food prices 
had climbed to over 15 per cent in contrast to a 
slight decline in the previous twelve months. A 
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number of factors appear to have combined to 
produce this result. Besides the direct effect of 
the decline in the external value of the Canadian 
dollar on imported foods, there were some 
adverse developments in the context of the 
North American agricultural market. Beef prices 
rose sharply as did the prices of fruits and 
vegetables. In the case of beef a major contribut- 
ing factor was the coming to an end of a period 
of heavy slaughter induced by uneconomic 
cattle prices. For fruits and vegetables, supplies 
were cut back early in the year by frosts in 
Florida and more recently by poor harvest 
conditions in Canada and the southwestern 
United States. Food prices continued to rise in 
January 1978 but less rapidly than in other 
recent months. 

Consumer prices other than food continued to 
show an improving trend during 1977 not- 
withstanding the influence of higher import 
costs. By year-end the twelve-month increase in 
the cpl excluding food was under 74/2 per cent, or 
a full percentage point less than the rise for the 
corresponding period of 1976. For January 1978 
the twelve-month increase was less than 7 per 
cent. As in the case of industry selling prices, this 
performance reflected a moderation in domestic 
costs that tempered greatly the upward push 
from the exchange rate change. This easing is 
mirrored especially clearly in the component of 
the CPI measuring the prices of services other 
than shelter and energy. For this element, which 
is affected mainly by domestic cost develop- 
ments and only very indirectly by international 
factors, the increase over the twelve months to 
December 1977 was down to 5%/4 per cent, or 
about half the pace for 1976. 

One very striking feature of the last few years 
has been the unusual movements in real 
personal disposable income, that is personal 
income after taxes adjusted for the rise in 
consumer prices. Normally, increases in real 
income per person employed correspond fairly 
closely with increases in labour productivity, the 
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main longer run determinant of improvements in 
the standard of living. As the chart illustrates, 
this correspondence was very close over the 
period 1962-72. However, over the four years 
1972-76 there was a remarkable divergence 
between the trends of real income and produc- 
tivity; real disposable income per person 
employed grew at an unusually rapid rate even 
though the increase in productivity was well 
below the long-run average of about 2 per cent a 
year. This divergence was made possible by the 
interaction of a number of unusual and tempor- 
ary developments of which a very important one 
was the boost to real incomes from the excep- 
tionally favourable development of Canada’s 
international terms of trade through most of the 
period. Since then the improvement in the terms 
of trade has been largely reversed and the rise in 
productivity has continued to be modest. In 
these circumstances the gain in 1977 for real 
personal disposable income per _ person 
employed was small. 
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Monetary and Financial Developments 
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This section of the Report discusses in more 
detail the aims of monetary policy and describes 
the operations undertaken by the Bank of 
Canada to achieve them. The section includes a 
summary of developments in monetary aggre- 
gates and credit flows during 1977 and goes on 
to provide a record of the Bank’s activities in its 
role as agent for the Government of Canada in 
the operation of the Exchange Fund Account and 
in the management of the public debt. 


Monetary Policy 

The Bank of Canada continued during the year 
to pursue a policy of bringing about a gradual 
moderation over time of the rate of monetary 
expansion. In accordance with this policy the 
Bank announced in October the second reduc- 
tion in its target range for the growth of currency 
and chartered bank demand deposits (M1). 

The initial target for monetary expansion, 
announced in the fall of 1975, had been a trend 
rate of increase for M1 of not less than 10 per cent 
a year but not as high as 15 per cent, measured 
from the average level of M1 for the second 
quarter of 1975. In August of 1976 the limits of 
the target range were reduced to 8 per cent and 
12 per cent a year respectively, measured from a 
base period of three months centred on March 
1976. The October 1977 reduction in the target 


limits was to 7 per cent and 11 per cent a year 
respectively, with the base period being the 
month of June 1977. The growth from the 
previous base period to June 1977 was approxi- 
mately 9 per cent so that the new base was 
below the centre of the previous target range. 

For practical purposes the Bank’s target range 
for M1 can be viewed as a band of uniform width 
with limits 2 per cent above and 2 per cent 
below the mid-point of the range rather than as 
the gradually widening area between two dif- 
ferent growth rates. Large month-to-month varia- 
tions in the growth rate of M1 are to be expected, 
whereas the target set by the Bank is intended to 
apply to the average rate of growth of the money 
supply over considerably longer periods. Expres- 
sing the target range as a band of uniform width 
accommodates short-term fluctuations in the 
money supply equally well at all times during 
the period that the target is in effect. 

The Bank’s monetary growth targets are chosen 
with a view to accommodating a future growth 
of total expenditure (in money terms) in the 
economy that would be capable of supporting a 
reasonable expansion of output and employment 
accompanied by a continuing reduction in the 
rate of inflation. The present target range of 7 per 
cent to 11 per cent a year would, on the basis of 
past experience, be capable of accommodating a 
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growth in the dollar value of national expendi- 
ture in 1978 of up to some 12 per cent per 
annum without the need for any major change in 
levels of short-term interest rates. Such growth in 
national expenditure would in turn be consistent 
with real growth in the Canadian economy of 
over 5 per cent provided that the rate of price 
inflation continues to decline. 

It should be emphasized, however, that in the 
short run monetary policy is only one of the 
determinants of the rate at which aggregate 
expenditure in the economy will in fact grow, 
and it has little direct influence on how much of 
any additional spending will be reflected in 
increased output and employment and how 
much in higher prices. The latter result depends 
on how responsive price and cost decisions are 
to market conditions. In these circumstances 
monetary policy is being conducted in a way 
that gives it some of the properties of an 
automatic stabilizer so far as the level of 
spending in the economy is concerned. If the 
growth of money expenditure deviates signifi- 
cantly from an acceptable path, this tends to be 
reflected in the money supply exceeding or 
falling below the limits of the target range. In the. 
ordinary course of events the Bank then offers 
resistance to the deviations by putting upward or 
downward pressure on short-term interest rates. 
Such action not only guides monetary growth 
back towards the target path but also influences 
the growth of money expenditure in the desired 
direction. 

The Bank does not consider that its use of 
monetary growth targets can be approached ina 
mechanical way and it continues to analyze a 
broad range of economic and financial informa- 
tion for policy purposes. Such analysis is clearly 
necessary both in setting and changing money 
supply target ranges and in assessing the timing, 
the magnitude and the economic impact of the 
short-term interest rate initiatives that the Bank 
may consider from time to time. In interpreting 
movements in money supply relative to the 
target range, the Bank is continually analyzing 
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the influences to which M1 is responding. Among 
these are changes in the levels of spending in the 
economy, changes in interest rates and changes 
in institutional arrangements that may give rise 
to shifts in the relationship of M1 to other 
economic variables. 


Interest Rate Developments 

A description of interest rate developments 
over the past year or so can conveniently be 
divided into two periods. From late 1976 
through to May 1977 the Bank of Canada 
facilitated a reduction in short-term interest rates 
in response to the weaker trend that had 
developed in total spending in the economy and 
that was reflected in growth of M1 below the 
target set by the Bank. Over this period the Bank 
Rate was reduced in four steps by a total of two 


‘percentage points. The initial Bank Rate reduc- 


tion from 94/2 per cent to 9 per cent was on 
November 22. A second reduction to 84/2 per 
cent took place on December 22 after an 
improvement in the somewhat unsettled condi- 
tions in both the foreign exchange and domestic 
financial markets that had prevailed for a time. 
The third 4/2 percentage point reduction in the 
Bank Rate, effective February 1, 1977, brought 
the rate down to 8 per cent.* No further action 
was taken by the Bank until May. During the 
intervening period both the movement of M1 and 
other indications of the growth of spending in 
the economy suggested that there was room for a 
further decline in interest rates and effective May 
9 the Bank Rate was reduced to 71/2 per cent. 
Short-term market interest rates and most 
administered rates set by financial institutions 
generally declined in line with the successive 
reductions in the Bank Rate. For example, yields 
on short-term paper declined from about 91/4 per 
cent to about 73/4 per cent and the chartered 
banks’ prime lending rate was lowered from 
1044 per cent to 84/4 per cent. Rates paid by 





* At the same time the required minimum secondary reserve ratio 
which the chartered banks must meet was reduced from 54/2 per cent 
to 5 per cent. 
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banks on non-chequable savings deposits de- 
clined by 24/4 percentage points, re-establishing 
the spread between bank deposit and lending 
rates that had existed before March 1976. 
Typical rates for conventional mortgages de- 
clined by 14/2 percentage points to 1017/4 per cent. 
Longer term interest rates also were influenced 
by the reduction in short-term rates but they 
moved on a different path and their decline over 
the period was much less. 

In the period since May there has been some 
acceleration in the growth of spending in the 
economy, M1 has moved back within the target 
range, and the Bank has resisted any tendency 
for short-term interest rates to move very far in 
either direction from the levels reached shortly 
after the May reduction in the Bank Rate. By 
contrast short-term interest rates in the United 
States have risen by about 2 percentage points 
since the early spring of 1977. As a consequence 
of these different trends, the differential between 
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short-term interest rates in the two countries has 
been reduced by almost 4 percentage points 
since November 1976. The differential between 
long-term interest rates in Canada and the 
United States also has narrowed over the past 
year or so, although by very much less. 
Long-term rates in the two countries moved 
along broadly similar paths, declining gradually 
until mid-summer. Since then long rates have 
risen appreciably in both countries but the 
movement in Canada lagged behind that in the 
United States and has been somewhat less. 
During the first half of the year there was on 
occasion a disposition in the market to acceler- 
ate the rate of decline of short rates in Canada 
and the Bank’s management of chartered banks’ 
cash reserves was on average somewhat restric- 
tive. Over the remainder of the year market 
expectations shifted back and forth with the 
Bank acting, sometimes vigorously, to dampen 
the resulting movement in short-term interest 
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rates. As shown in Appendix Tables II and Ill, 
these operations involved quite large swings in 
the cash reserves of the chartered banks, in the 
amount of central bank credit and in the Bank’s 
portfolio of Government securities.* 


Trends in Monetary Aggregates 

During much of 1976 and the early months of 
1977 the growth of the M1 aggregate in Canada 
displayed a persistent tendency to fall somewhat 
short of the 8 per cent a year lower limit of the 
target range in effect at that time. This was 
mainly a reflection of the relatively slow growth 
of money expenditure in the economy from the 
second quarter of 1976 through to the second 
quarter of 1977 and the Bank of Canada res- 
ponded by effecting the series of reductions in the 
level of short-term interest rates described above. 

There was also some evidence during this 
period of the tendency noted in last year’s 
Annual Report for large holders of demand 
deposit balances to take advantage of facilities 
made more readily available to them by the 
chartered banks for minimizing their average 
holdings of these deposits. Although this shift in 
the public’s money-holding habits appears to 
have contributed to the weakness in the growth 
of M1, the over-all magnitude of the shift does 
not seem to have been very great. The Bank has 
kept this tendency in mind in interpreting the 
movement of M1 and in setting the base period 
for the new target range. 

By June of 1977 the growth of M1 had come 
back within the Bank’s 8 per cent to 12 per cent 
target range, the annual rate of increase since the 
February to April 1976 base period having risen 





*Appendix Table Il also shows the amount of central bank credit 
Outstanding during each reserve period during 1977. Between 
February and April there were advances outstanding on a 
continuous basis to the Unity Bank of Canada (monthly statements of 
assets and liabilities of the Unity Bank, as published in the Canada 
Gazette, show advances from the Bank of Canada at February and 
March month-ends). These advances were made by the Bank of 
Canada in its capacity as lender of last resort; they were unusual in 
term, in amount relative to the size of the bank and in that the 
collateral accepted included promissory notes and marketable 
securities of issuers other than the Government of Canada. The 
advances were repaid in full in April. 


Monetary Aggregates 


Average of Wednesdays — seasonally adjusted 


Billions of dollars — Ratio scale 





100 — 


_Currency and all chequable, 
__ notice and term deposits” plus 
___ foreign currency deposits 
__ of residents 
ms 














80 


70. 


Currencyandall =F 

__ chequable, noticeand _ 
__ personal term deposits‘? _— 
M2 FO 







60 2 


50 - 





28 - _ Currency and all 
_ chequable deposits‘? 
_ (M 1B) 






26 


24 


(as 





20 Currency and demand deposits‘”” 


(M 1) 





1977 78 


1976 


MSWes 


“ Deposits (less private float) at chartered banks denominated in Canadian 
dollars, excluding Government of Canada deposits. Private float excludes 
float relating to Government of Canada and Bank of Canada transactions. 

‘) Foreign currency deposits of residents booked at chartered banks in Canada. 
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to approximately 9 per cent. This June level of M1 
was chosen in due course as the up-dated base 
from which the new 7 per cent to 11 per cent 
target range was to be measured. The trend rate 
of growth of M1 from June to the latest three 
months has been on average somewhat above 
the middle of the target range. 

The trend in the growth of the broadly-defined 
monetary aggregates has been rather different 
from that of M1. Through much of 1976 and early 
1977 these aggregates grew very rapidly but 
since the middle of 1977 that growth has slowed 
markedly. This deceleration in the rate of 
expansion of the broad aggregates does not 
reflect the recent pattern of growth in money 
expenditure in the economy. Indeed, since 
mid-1977 there has been some acceleration of 
money expenditure growth compared to that 
over the previous four quarters. What in fact has 
happened in the more recent period is that the 
proportion of total funds channelled through the 
banking system has declined. Bank credit ex- 
tended to both individuals and businesses grew 
more slowly in 1977 than in the previous year 
and banks have therefore been less aggressive in 
bidding for deposits. This shows up particularly 
in the rates of growth of term deposits which are 
typically the marginal sources of funds to the 
banking system. The slower growth in bank 
credit appears primarily to have reflected a 
restructuring of debt by businesses which led to 
a greater reliance on other sources of funds. A 
large increase in issues of marketable securities 
by the business sector was used in part to fund 
short-term bank loans. 


Credit Flows 

Although the desire of borrowers to restructure 
their financial positions resulted in a slower 
growth of the banking system, it nonetheless 
contributed to a significant expansion in the 
credit demands of major Canadian borrowers 
during 1977. Indeed, as shown in the accom- 
panying chart, total funds raised as a proportion 
of the dollar value of GNE-a measure relating 
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total borrowing to total money expenditures - 
rose further in 1977 from the already high levels 
in the immediately preceding years. This in- 
crease largely reflected a strong demand for 
funds by the private sector and particularly by 
non-financial businesses and mortgage borrow- 
ers; total funds raised by all levels of government 
relative to GNE was unchanged. This particular 
balance of sectoral credit demands was some- 
what unusual since it is more typical of periods 
of strong cyclical expansion than of the hesitant 
pace of economic activity experienced last year. 

In this instance the sharp rise in borrowing by 
non-financial businesses seems to have ex- 
ceeded their requirements for the financing of 
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‘) These are principally mortgages secured by residential property. The figures exclude mortgage lending by governments and their agencies, notably 
CMHC, which is reflected in the financing requirements of the respective governments. 

® Includes borrowing by government enterprises. Loans from the Government of Canada are excluded. 

® Includes net new issues placed in foreign markets by non-financial borrowers: net new issues placed in Canada and purchased by non-residents; 
and net purchases (or sales) of outstanding Canadian securities by non-residents. 
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spending on both fixed and inventory invest- 
ments. During 1977 there was a fairly strong 
increase in internally generated funds while a 
moderate rise in fixed investment expenditures 
was largely offset by a decline in inventory 
accumulation. As a result the considerable 
expansion in the credit market activity of 
Canadian businesses in both the bond and equity 
markets appears to have been directed towards 
strengthening balance sheet structures through a 
refunding of short-term liabilities and an ac- 
cumulation of financial assets. It would seem 
from the extent of these activities that the 
non-financial business sector has during the past 
year made some progress in improving its 
financial position. 

The strong expansion in mortgage borrowing 
during 1977 occurred despite a slowing in the 
pace of housebuilding activity from the high 
levels of the previous year. In part this strength 
was due to mortgage borrowers having earlier 
delayed taking up loan commitments in anticipa- 
tion of the decline in mortgage rates that took 
place through the latter part of 1976 and early 
1977. In addition there was an extraordinary 
level of activity in the re-sale housing market 
which added considerably to the demand for 
housing funds. The wider differential between 
the mortgage rate and the personal loan rate at 
banks and other financial institutions through 
much of the year provided some incentive for 
borrowers to increase the size of their mortgages 
upon renewal, with the additional funds being 
used to purchase consumer durables or consoli- 
date debt. Even after allowing for this change in 
the channels of financing, however, the volume 
of consumer credit appears to have grown more 
slowly in 1977 as a result of the modest pace of 
consumer durable expenditures during the year. 

Within the public sector the large increase in 
the federal Government's borrowing require- 
ments was largely offset by a decline in the 
requirements of provincial and municipal gov- 
ernments. This reduction in funds raised by the 
provincial-municipal sector was from an unusu- 
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ally high level in 1976 when some issuers 
borrowed outside Canada to meet future as well 
as current financing requirements. At the same 
time there was also a substantial improvement in 
the budgetary positions of junior governments, 
as measured on a national accounts basis, due in 
part to the strong financial position of the 
resource-producing provinces in Western 
Canada and to transfers from the federal Gov- 
ernment under various fiscal programs and 
arrangements. 

Another significant development in 1977 with 
respect to credit flows was the sharp decline 
from the extraordinarily high levels of 1976 in 
the use by Canadian borrowers of foreign 
markets as a source of funds. The proportion of 
total funds provided from abroad fell from a high 
of 22 per cent in 1976 to 12 per cent in 1977. 
The decline in these flows of capital from abroad 
was an important feature of the foreign exchange 
market over the past year. 


Foreign Exchange Market 

The external value of the Canadian dollar 
declined in stages from about U.S.$1.03 in 
October 1976 to around U.S.$.90 in the autumn 
of 1977 and at the end of February 1978 it was 
U.S.$ .8967. 

Some decline in the exchange rate from its 
mid-1976 level was to be expected sooner or 
later because of the erosion in recent years of 
Canada’s international competitive position. By 
1976 Canada had developed a large deficit in its 
balance of payments on current account which 
was being readily financed by capital inflows. 
Since October 1976 a number of new elements 
have affected the financing of the deficit and 
thus the exchange rate. New uncertainties have 
arisen in connection with political developments 
in Quebec and their effect on Canada’s 
economic prospects generally. In addition, net 
long-term borrowing abroad by provinces and 
municipalities has declined from the unpre- 
cedented level of 1976 because of the reduced 
over-all cash requirements of these governments 
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in 1977 and the narrower long-term interest rate 
differentials between Canada and the United 
States. The convergence of Canadian and U.S. 
money market interest rates described earlier has 
also been a factor. In these circumstances the net 
inflow of capital has on occasion tended to fall 
short of matching the current account deficit and 
the exchange rate has declined. 

As agent for the Exchange Fund Account of the 
Minister of Finance, the Bank of Canada bought 
and sold U.S. dollars throughout 1977 to 
maintain orderly conditions in the market for the 
U.S. dollar in Canada. With the value of the 
Canadian dollar moving downwards during the 
year, at times under intensive pressure, these 
Operations resulted in a substantial net decrease 
in Canada’s official reserves. These declined by 
U.S.$1,235.9 million in 1977 and amounted to 
U.S.$4,607.5 million at year-end. At the end of 
February official reserves amounted to 
U.S.$3,698.8 million. 

The Bank of Canada, as fiscal agent of the 
Government of Canada, arranged with Canadian 
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chartered banks the U.S. dollar revolving 
standby credit facility announced by the Minister 
of Finance on October 27, 1977. The facility was 
arranged to enable the Exchange Fund Account 
to replenish its holdings of U.S. dollars if and 
when circumstances require. It is to be available 
for seven years and entitles the Government to 
borrow up to U.S. $1.5 billion for terms of one, 
two, three or six months at its option and to 
re-borrow the amounts repaid. The Government 
pays a standby fee of 3/s of one per cent per 
annum on the undrawn amount of the facility, 
and may cancel all or any portion of the unused 
facility at any time without penalty. The interest 
rate on any drawings would be at the then 
prevailing London interbank offered rate for U.S. 
dollar deposits for the relevant term plus a 
margin of /s of one per cent per annum during 
the first three years and a margin of 3/4 of one per 
cent per annum during the last four years of the 
agreement. Funds drawn would be raised in the 
international market. 

On February 21, 1978, the Minister of Finance 
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announced the intention of the Government of | Canadian chartered banks. The first of a series 
Canada to borrow funds outside Canada to assist of drawings was announced on February 27. 

in financing the current account deficit of the 

balance of payments. The Minister also indi- Debt Management 

cated that, as an interim step in advance of such In its role as agent for the Government of © 
borrowing, the Government would draw on Canada in the management of the public debt, | 
the revolving standby credit facility with the the Bank of Canada engaged in financing — 
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Operations during 1977 which resulted in an 
increase of $6,340 million in the par value of 


_ outstanding marketable securities and of $1,668 
million in the outstanding amount of Canada 


Savings Bonds. 
A net total of $2,470 million was raised through 
additions to the outstanding stock of treasury 


bills, of which $470 million was in the form of 
| additions to the one-year bill auctions. In July 
_ the Minister of Finance announced a change in 


the scheduling of one-year treasury bill tenders 


_ to regular four-week intervals beginning August 
4, 1977. One-year bills had previously been 


auctioned quarterly. The holdings of treasury 


bills outside the banking system increased by 


$1,279 million to a level of $2,708 million and 
now account for more than one quarter of the 
total amount of treasury bills outstanding. 

Over the year the amount outstanding of 


Government of Canada direct and guaranteed 
_ marketable bonds payable in Canadian dollars 
increased by $3,870 million on a par value 


basis. (Details are given in Appendix Table IV.) 
There were seven offerings of such bonds during 
1977, three of which involved major refundings 
of maturing issues. All the offerings included 
tranches of short-, medium- and long-term 
On four occasions a fourth tranche 
consisting of bonds with a term of about 10 years 
was added to the new issue package. Gross 


amounts of $1 billion were offered on two 


occasions; the largest net amount offered to the 
public in a single issue was $500 million in 
December. Of the total new marketable bonds 


issued, 16 per cent were short-term maturities 
(due in three years or less), 47 per cent were 


_medium-term (due in more than three years but 


t 


less than ten years) and the remaining 37 per 
cent were long-term (due in ten years or more). 
The average term to maturity of outstanding 
marketable direct and guaranteed bonds 


lengthened by twelve months to seven years five 


months. 
Major changes in the Canada Savings Bond 
program were introduced in 1977. They 


involved the elimination of the traditional coupon 
bond and its replacement by a new compound 
interest bond on which interest accrues and 
compounds automatically until maturity and the 
modification of the regular interest bond, with 
interest payable annually by cheque, to allow 
payment of such interest directly into the 
owner’s deposit account. The 1977/78 Series of 
Canada Savings Bonds offered investors a nine- 
year bond with interest at 7 per cent in the first 
year and 81/4 per cent in each of the remaining 
eight years for an over-all average annual yield to 
maturity of 8.06 per cent. After allowing for 
redemptions, the amount of Canada Savings 
Bonds outstanding increased by $2,338 million 
in the fourth quarter of 1977 and by $1,668 
million over the year. The new issue of Canada 
Savings Bonds has remained on sale; gross sales 
to the end of January 1978 totalled $2,771 
million. 

The final dates for the exercise of the extendible 
options on two earlier issues of marketable 
bonds fell during the year. Holders of an issue of 
9 per cent bonds due February 1, 1978 had the 
option on or before October 31, 1977 of 
exchanging their holdings into an equal par 
value of 9 per cent bonds maturing February 1, 
1980. In total $344 million of the bonds were 
exchanged, leaving $6 million of the original 
issue to mature in February 1978. Holders of an 
issue of 94/4 per cent bonds maturing April 1, 
1978 had the option up to January 1, 1978 to 
exchange their holdings into an equal par value 
of 91/4 per cent bonds maturing April 1, 1984. 
Holders of $322 million of these bonds ex- 
changed their bonds, leaving $3 million of the 
Original issue to mature on April 1, 1978. 

In March 1977 the Government cancelled 
$23.3 million of bonds which it had acquired 
under purchase fund provisions. There were 
$7.9 million of 54/2 per cent bonds due August 1, 
1980, $10.9 million 94/2 per cent bonds due June 
15, 1994, $1.5 million 94/2 per cent bonds due 
October 1, 2001 and $3.0 million 83/4 per cent 
bonds due February 1, 2002. 
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APPENDIX TABLE | 


Bank of Canada Assets and Liabilities 
he Se 
Monthly changes, millions of dollars 





Government Net Investment All other Note Canadian dollar deposit liabilities 
of Canada foreign in Industrial —_ assets circulation Chartered Government Other 
securities at currency Development (net) banks of Canada 
book value assets Bank 
1977 
January 
February 
March 
April 
May 
June 
July 
August 
September — 143 —462 - +470 7G 02 Syl iG 
October oy eae S37) — 49 S20) + 99 ee y2 4 +124 
November oe 2 +246 - 293 aibels) ako = 4 = ou 
December = G0 mmcYAe) _-. +326 +589 +188 Ae ree Ls 
Total +1,840 uO” eZ =l6 +826 +536 ee sis 7 
1978 
January = 9106 a) — 41 —116 =O23 136 2 = 





* Includes a decline of $209 million in temporary swap transactions with the Exchange Fund Account. As at December 31, 1977, these temporary 
swaps stood at $1,159 million. 
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APPENDIX TABLE II 


Chartered Bank Cash Reserves 


Millions of dollars unless otherwise indicated 


1977 
January 


February 


March 


April 


May 


June 


July 


August 


September 


October 


November 


December 


1978 
January* 


February* 


* Preliminary. 


Total 
minimum 
cash 


requirements 


4,405 


4445 


4,435 


4,496 


4,464 


4,473 


4,497 


4,587 


4,533 


4,615 


4,685 


4,809 


5,005 


D,0U5 


Average 
holdings 
of Bank 
of Canada 
notes 


iy OP 


17503 


1,107 


1,080 


1,086 


Up alyas 


tas 


1,164 


17203 


US Bo 


(galbeie. 


Lats fo. 


1,186 


1,423 


Required 

minimum 
Bank 

of Canada 
deposits 


37503 


3,142 


3,928 


3,416 


3,378 


3,300 


3,364 


3,423 


37330 


3,422 


3,486 


3,626 


Sirs ihe, 


3,672 


Average 
holdings 
of Bank 
of Canada 
deposits 


3,326 
Pre 1 5, 


3,163 
3,181 


3,952 
3,343 


3,431 
3,451 


3,402 
3,394 


3,500 
3,523 


3,507 
3,394 


3,468 
3,473 


3,366 
3,358 


3,466 
3,504 


Sy ee 
8 Pas 


3,674 
3,682 


3,874 
3,844 


3,691 


juridical 
days in 
period 


ty 
11 


‘Advances to banks and Purchase and Resale Agreements with money market dealers summed and divided by number of juridical days. 
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_ Excess cash reserves 


_ Cumulative Average excess Advances to chartered banks and PRA outstanding 
| excess reserves reserve ratios Number of days outstanding Average outstanding” 
at end of period Advances PRA Advances PRA 





























230 .033 1 9 1.4 i oy ieee, 
| 362 .043 1 10 1.4 13777 
229 027 10 11 O77 65.6 
348 .050 9 7 pe [re Paes. 
298 .035 ut 8 3332 96,7 
me /7 ‘019 2 4 Bes. Loe 
149 AG} MS, 8 5 15:2 S02 
B51 044 - 8 ~ 104.6 
237 .030 - 7 - 34.8 
175 021 1 yf 1.8 48.7 
B21 .036 1 8 ez 106.3 
241 (O27 1 6 She: oh en 
220 .028 1 8 5.8 109.0 
294 O37 - 8 - 17692 
501 .056 ~ 10 - 156.4 
606 .062 3 8 PANS 46.8 
B59 .044 1 3 2.4 ERG 
305 034 2 4 She) aot 
394 052 1 i 6.8 147.4 
898 .098 y, 10 SO 165.0 
409 .049 1 9 eRe i fore iow 
B99 .043 - 7. - 88.2 
p23 .056 - “ - 47.8 
503 .066 3 + PaaS) ties 
493 064 1 5 6:7 32,0 
300 029 1 10 - 64.6 
217 .023 1 9 oes 108.1 
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APPENDIX TABLE III 


Bank of Canada Net Transactions in Government of Canada Securities 


Delivered basis, par value in millions of dollars 


Net purchases from (+) or net sales to (—) investment dealers and banks 

















Treasury Bonds‘” Bankers’ Sub-total Securities 
bills 3 years 3-5 5-10 Over acceptances” of bills under 
and under _syears years 10 years and bonds PRA 
and bankers’ 
acceptances 

OOS e ek ee ee ee eee 
1977 
January — ae’ — 48.3 —64/7.1 - - =1/ 6.9 — 297.3 + VoGee 
February ee oo ~ - - - a oe + 236.2 — 3323 
March Ml 2S - - ~ ~ rn Ea — 20.8 —154.0 
April creel wl MS - - - - - + 120.9 = Gi 
May siete eee - - - - - + 111.3 +2008 
June = ae +30.0 me) = - - a 93 =—2008 
July ee ore “50.5 —oUrS = - - + 325.4 - 
August + 440.7 - - - - se OPS + 441.2 + 87.5 
September —.* 36:0 ~ - ~ - ca) LN ben, — 36.5 — O78 
October + 517.4 ~ - ~ ~ a2 EAS + 525.4 +1 76e8 
November te moe ~ ~ - - =2.5-0) + 97.2 + 37 
December eeu ame ety) - ees ne ews — 624 —[5a8 
Total + 1590.0 mercer le 7 ee ee 7 One +1,431.3 — 90m 
1978 
January ee 273 5 aes 10 5) = - - =the ee + 39.3 +10T 





“ Classified by years to maturity at time of transactions. 
) Includes maturing bankers’ acceptances. 
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_ Purchases (+) 
of new issues 
less matured 
holdings 





Bills 


Bonds 


or DUG 
areal ASH 
a AS set 


+ 178.4 


sees 4 
chee (0) 


pee OU) 
1 1,019.5 


pee Ws 


_ Net transactions with Government and other client accounts 
a a ee a ae Re ce tea nha sy 


Net purchases from (+) 


or net sales to (—) 
Government 


and client accounts 


Bills 


326.2 
eae Wor 
143.6 
Yes 2 
ee 
al Ise Osa s 
ard lets! 
redlliea- is Fe) 
= a0 
ao) eo bite 
=m) SO 


omy aoe pe 
— 2,401.4 


mosey bk) 


Bonds 


aa 


Siew! 


4.0 
C3 
ES 
ya as 
Ios 
8.8 
Pap A Ti 
47.3 
40.2 


35.0 


122 


Net change in holdings 
of Government of Canada securities 
and bankers’ acceptances 


Bills 


Bonds 


=e Tels 
+ 480.1 
see ved ASS 
+ 74.9 
+ 343.2 
~e Pa 0.0 
1557 

lee 
168.8 
220.9 
= ic 


+ + 4+ 4 


aa PONY! 
ali). il 2 


=a OZ 


Bankers’ 
acceptances 


—48.7 
=o 
mae te 
sss, 
Pil Acd 
= 49 
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APPENDIX TABLE IV 


Government of Canada Direct and Guaranteed Marketable Securities*: 
New Issues and Retirements 





Date in Issues offered Term to Yield to Millions of dollars par value 
1977 maturity maturity Amount Amount 
delivered retired 
Issues payable in Canadian dollars - direct 
Feb. 1 742% Feb. 1, 1980 3 yrs. 7.69 250 
744% Apr. 1, 1982 5 yrs. 2 mos. -.O7 300 
85/4% Feb. 1, 2002‘? ZONES: 8.82 __ 300 
850 Z 
Feb, 4 Treasury bills 364 days 275 225 
Mar. 21 pe 
Apr. 1 72% Feb. 1, 1980 2 yrs. 10 mos. 7.63 225 
734% Apr. 1, 1982 5 yrs. 7:93 375 
8% Oct. 1, 1986 9 yrs. 6 mos. 8.23 is 
942% June 15, 1994? T7-Vise 242 OSs 9 oee7 BBE 
950 675 
May 6 Treasury bills 364 days B45 250 
May 15 742% Feb. 1, 1980 2 yrs. 84/2 mos. rare: 125 
8% July 1, 1982 5 yrs. 142 mos. 8:12 275 
944% May 15, 1997 20 yrs. 9.31 200 
600 69 
July 1 742% June 1, 1980 2 yrs. 11 mos. 7.95 125 
8% july 1, 19820 5 yrs. 8.00 S20 
814% July 1, 1987 10 yrs. 8.36 225 
OMaoMay 1a, 19078". | io yise Uy OSs eel o 2325 
1,000 649 
Aug. 5 Treasury bills 364 days tis 250 
Sept. 1 742% June 1, 19800” 2 yrs. 9 mos. 7.62 125 
8% July 1, 19829 4 yrs. 10 mos. S2t2 300 
844% July 1, 19870" 9 yrs. 10 mos. 8.44 200 
94/4% May 15, 19977807 19 yrs. 844 mos. 9:16 Soir 
1,000 500 
Sept. 2 Treasury bills 364 days pts 
Sept. 30 Treasury bills 364 days eS: 
Oct. 15 742% June 1, 1980" 2 yrs. 74/2 mos. 7.62 50 
8% Oct. 15, 1982 5 yrs. 8.06 250 
9% Oct. 15, 1999°° 22 Is. 9.00 350 
650 
Oct 26 Treasury bills 364 days 150 
Nov. 18 Treasury bills 364 days 200 
Nov. 25 Treasury bills 364 days 150 
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| (25) 





(Continued) 


SS ee eens 











Date in Issues offered Term to Yield to Millions of dollars par value 
1977 maturity maturity Amount Amount 
delivered retired 
Dec. 15 7+/2% June 1, 1980? 2 yrs. 54/2 mos. era 50 
8% Oct, 15, 19824” 4 yrs. 10 mos. 8.19 Ze3 
84/4% July 1, 1987° 9 yrs. 64/2 mos. 8.44 100 
See leliy ANS pS AGIs see Za (Sm Oinos, | "9,05 Sse. 
750 
Dec. 23 Treasury bills 364 days 150 
Dec. 31 Vdaositg 
Total bonds 5,800 1,930 
Total treasury bills* eos. 2925 
Issues payable in foreign currencies - direct and guaranteed 
Apr. 15 ee 
mOct. 15 1 (26) 





Excludes three-month and six-month treasury bills which accounted for $2,000 million of the net increase over the year in total 
securities outstanding. 
These bonds are eligible for purchase by the Purchase Fund created February 1, 1977. 


_® Cancellation of $7.9 million 51/2% August 1, 1980 bonds, $10.9 million 94/2% June 15, 1994 bonds, $1.5 million 94/2% October 


1, 2001 bonds, and $3.0 million 83/4% February 1, 2002 bonds by the Purchase Fund. 
® In addition to $250 million 74/2% February 1, 1980 already outstanding. 
In addition to $300 million 73/4% April 1, 1982 already outstanding. 


_® In addition to $235 million 8% October 1, 1986 already outstanding. 


® In addition to $794 million 94/2% June 15, 1994 already outstanding. 
These bonds are eligible for purchase by the Purchase Fund created June 15, 1974. 
‘® In addition to $475 million 74/2% February 1, 1980 already outstanding. 


_® These bonds are eligible for purchase by the Purchase Fund created May 15, 1977. 
_ © In addition to $275 million 8% July 1, 1982 already outstanding. 


|) In addition to $200 million 94/4% May 15, 1997 already outstanding. 
2) These bonds are eligible for purchase by the Purchase Fund created May 15, 1977. 


© In addition to $125 million 74/2% June 1, 1980 already outstanding. 
_&® ‘In addition to $600 million 8% July 1, 1982 already outstanding. 


|) In addition to $225 million 81/4% July 1, 1987 already outstanding. 

@® In addition to $525 million 91/4% May 15, 1997 already outstanding. 

These bonds are eligible for purchase by the Purchase Fund created May 15, 1977. 

8) In addition to $250 million 74/2% June 1, 1980 already outstanding. 

|) These bonds are eligible for purchase by the Purchase Fund created October 15, 1977. 
® In addition to $300 million 74/2% June 1, 1980 already outstanding. 

®) In addition to $250 million 8% October 15, 1982 already outstanding. 


© In addition to $425 million 8%4% July 1, 1987 already outstanding. 
9 In addition to $350 million 9% October 15, 1999 already outstanding. 


(4) These bonds are eligible for purchase by the Purchase Fund created October 15, 1977. 


Cancellation of guaranteed debt by Purchase Funds. 


8) Partial redemption at par of U.S. pay 5% October 15, 1987 for Sinking Fund. 
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BANK OF CANADA Statement of Income and Expense 


Year Ended December 31, 1977 
(with comparative figures for 1976) 


1977 1976 

(thousands of dollars) 
INCOME 
Investment revenue and other income 
After deducting interest paid on deposits 
Mt NIG GO 1 ee ee a hs eas end Vb Ca a Oe Ou $844,199 $757,174 
EXPENSE 
cy We hs tk nls eee oa OD owas $ 20,903 5 eo We a pd 
Contributions to pension and insurance funds ...............005- 3,199 3,362 
MEE AX ICISOS' = ee ep os 4 i be wad ROS oo aE 1,588 1,456 
EN GEER ogee sl ag a? Aa a a ee ar 38 37 
MIS ICCSANC CXDENRSES:. kn cos ce de nee od ee buda eee ee ee 175 155 
MEETING DAN ANCIDUSINESS. ds. kres< saad bees bebe op 4,023 4,540 
RMN yt ee er ere Muy ied als ois aie oda Ue area a% 14,043 14,948 
Mena = 5)112 All COMDULCECOSIS ris.5.05 feces hoe ceded ee ee 22353 1,800 
Maintenance of premises and equipment -net ................-. 3,987 Sloe 
OH CAO terete sata ok ces ee hae Paes 503 466 
MEET ICING ANC StCOUONELY ou eae ds es ha ene Be we oo Hones 791 665 
te yale ES QUE SSIS oon en Rv 552 475 
MICO UOMNS rk eR hoes i a Sa Ae Pv dee Oe 701 650 
MMPMIPICS (ATC ASIOS cote ik ae ass ie nal 9 ROTH owe mie 859 696 
RN LSC Sr ans Oy Od ey tie be os whan lin ve meanale 724 725 

54,319 eos 
Depreciation on buildings and equipment ..............-.55005- O77 2,681 
57,990 53,934 

NET INCOME PAID TO RECEIVER GENERAL FOR CANADA. ...... 786,203 703,240 

$544,199 $757,174 





{) The number of staff averaged 1,578 in 1977 and 1,458 in 1976; the approximate number of employee years worked was 1,589 in 1977 and 1,450 
in 1976. 
(2) Includes cafeteria expenses, retirement allowances, overtime pay, educational training costs and medical services. 
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BANK OF CANADA _ Statement of Assets and Liabilities 





as at December 31, 1977 
(with comparative figures for 1976) 


ASSETS 


Deposits payable in foreign currencies: 
EPOUNGS SIEMINne CNG. SeACOlldlSanizeaccs wa. scan een en 
NSF CUMCHCIES <rey. amma ee on hts ite ane cesin a tama tare 


Advances to chartered and savings banks .................. 


Bills bought in open market, not including 
treasury bills, at amortized values....................005. 


Investments — at amortized values: 

HEGASUIY LOL SiO. Cra IOC Anametince teens Ce Mid, eee eee we Bc ea 
Other securities issued or guaranteed by 

Canada maturing within three years ......... 0.0.00 ee eae 
Other securities issued or guaranteed by 

Canada not maturing within three years ..............05. 
Debentures issued by Industrial Development Bank ........ 
Securities issued by the United Kingdom 

ance the: Winited States.ofAmenica. <4 dae nae wee ans eves ae 
PLD CGSCCLIPIUO Sa ramtcermi eek Mice betta neni. sect tee See 


Bank premises: 
Land, buildings and equipment at cost 
less accumulated depreciation ..............00.e0e0ee0- 


Cheques drawn on other banks .......................005. 
Accrued interest on investments .....................-004. 


Net balance of Government of Canada collections 
and payments in process of settlement.................... 


Other assets 


SL SPO OTE eee SOF CN 6) OSS lee" fee 0) ea) ee eee 8, O16) Oy 6) Vee. ie vaso) (6 ems 
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1977 1976 
(thousands of dollars) 

$ 018,761 $ 62,493 
1,346 623 
1205107 63,116 
40,500 23,000 
13,669 104,786 
2,418,345 2,085,614 
3,467,585 2,917,063 
4,339,219 3,382,6 i 
686,914 858,429 
1,141,034 1,367,934 
2005 2,633 
12,055,730 10,614,491 
65,041 61,448 
744,613 746,154 
192,049 160,901 
176:225 65,333 
8,486 3,993 
$13,416,420 $11,843,222 





LIABILITIES 


BLAM AIC UD a Gene een ad, ee eee 
ELLE BAe ogee ee 


Deposits: 


morecininentoMeanadan ee ee ie ee 
MP ARIETCO OAKS ims 20 ne 6 lie ecb nce dete 
EUG OSI (Stayt. Sek OA dt ot ti, <a ah tel ely ae 


Liabilities payable in foreign currencies: 
orerimenvor Galdd ais, «as 2). comatose aaron 
CLASSES 2. iets oR Sai Ota © RAC Oc a ae 


Bank of Canada cheques outstanding ............... 


MPMICRTADINITICS 0 oe hoe oo bk oe ono ek eb os hs 


Governor, G. K. BOUEY 

















1977 1976 
(thousands of dollars) 

$5,000 $ 5,000 
25,000 25,000 
8,638,550 7,813,050 
26,002 32,530 
3,704,549 3,169,346 
130,924 12359305 
3,861,475 3525-417 
99,744 Soroau) 
os 151 
99,897 55,981 
780,447 551,827 
6,051 66,947 
$13,416,420 $115843,222 


Acting Chief Accountant, C. J. GODDING 


ee ee eee eee eee eee 


Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at December a, 
1977 and the statement of income and expense for the year then ended. Our examination was 
made in accordance with generally accepted auditing standards, and accordingly included such 


tests and other procedures as we considered necessary in the circumstances. 


In our opinion, these financial statements present fairly the financial position of the Bank as at 
December 31, 1977 and the results of its operations for the year then ended in accordance with the 
attached summary of significant accounting policies, applied on a basis consistent with that of the 


preceding year. 


PIERRE CHOUINARD, C.A. 
de la firme Samson, Bélair & Associés 


Ottawa, Canada, January 20, 1978 


M. A. MACKENZIE, F.C.A. 
of the firm Clarkson, Gordon & Co. 
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BANK OF CANADA Financial Statements December 31, 1977 


Summary of Significant Accounting Policies 





a. Formof Presentation 


The form of the statement of assets and 
liabilities meets the requirements of the 
Bank of Canada Act. 


b. Revenues and Expenses 


Revenues and expenses have been ac- 
counted for on the accrual basis. 


c. Investments and Bills 


In accordance with the requirements of the 
Bank of Canada Act, these assets have been 
recorded at their cost adjusted for amortiza- 
tion of purchase discounts and premiums. 
The amortization as well as gains and losses 
on disposition have been included in in- 
come. 


d. Translation of Foreign Currencies 


Assets and liabilities in foreign currencies 
have been translated to Canadian dollars at 
the rates of exchange prevailing at the 
year-end. 


e. Depreciation 


Depreciation has been recorded at the 
following annual rates applied on the declin- 
ing balance method: 

Buildings 5% 

Equipment 20% 
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Board of Directors 


eee 


G. K. BOUEY 


R. W. LAWSON 


R. W. CAMPBELL 

C. A. DAGENAIS 

W. DODGE 

W. R. JENKINS 

W. A. JOHNSTON 

S. G. LAKE 

J. W. E. MINGO, Q.c. 

fer ROIS Oc. 

MME Y. LEFEBVRE-RICHARD 


J. A. STACK 


J. TASCHEREAU 


A. WALTON 


Ex-officio 
T. K. SHOYAMA 


OTTAWA 
Governor 
Member of the Executive Committee 


OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 


CALGARY, ALTA. 
MONTREAL, QUE. 
OTTAWA, ONT. 
CHARLOTTETOWN, P.E.I. 
WINNIPEG, MAN. 
RAMEA, NFLD. 

HALIFAX, N.S. 
TORONTO, ONT. 
MONTREAL, QUE. 


SASKATOON, SASK. 
Member of the Executive Committee 


@UEBEGOUE: 
Member of the Executive Committee 


VANCOUVER, B.C. 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 
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Senior Officers 


G. K. BouEY, Governor 
R. W. LAWSON, Senior Deputy Governor 


G. E. FREEMAN, Deputy Governor ALAIN JUBINVILLE, Deputy Governor 
*B. J. DRABBLE, Deputy Governor D. J. R. HUMPHREYS, Deputy Governor 
J. N. R. WILSON, Adviser JACQUES BuSSIERES, Adviser 
A. J. NORTON, Adviser W. A. McKay, Adviser 
D. B. BAIN, Associate Adviser SERGE VACHON, Associate Adviser 


J. S. ROBERTS, Secretary 
*On leave of absence as an Executive Director of the International Monetary Fund 


J. M. E. MoRIN, Auditor 


Securities Department 
D. G. M. BENNETT, Chief 


F. FAURE, Deputy Chief A. W. NosLe, Deputy Chief 
V. O'REGAN, Securities Adviser 
Toronto Division Montreal Division 
J. T. BAXTER, Chief J. CLEMENT, Chief 
W. E. DEANS — Vancouver Representative 
A. G. KEITH — Edmonton Representative 


Research Department 
J. W. Crow, Chief 
D. R. STEPHENSON, Deputy Chief C. FREEDMAN, Research Adviser 


Department of Banking and Financial Analysis 
G. G. THIESSEN, Chief 
W. R. WHITE, Deputy Chief G. W. KING, Research Adviser 


International Department 
J. E. H. CONDER, Chief 
A. C. LAMB, Chief, Foreign Exchange Operations 


Department of Administrative Operations 
R. H. OsBorNE, Chief 
T. D. MACKAY, Deputy Chief L. A. VAUGHAN, Chief, Currency Division 


Public Debt Department 


J. M. ANDREWS, Chief 
J. M. MCCORMACK, Public Debt Adviser 


Computer Services Department 


EDITHM. WHYTE, Chief 
E. W. CHINN, Deputy Chief 


Secretary’s Department 
J. S. ROBERTS, Secretary 
Comptroller’s Department 
D. A. THOMPSON, Comptroller 
A. ROUSSEAU, Chief Accountant 


Department of Personnel Administration 
R. L. Fiett, Chief 
H. A. D. Scott, Personnel Adviser 
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Agencies 


ee 


HALIFAX 
SAINT JOHN, N.B. 
MONTREAL 


OTTAWA 
TORONTO 


WINNIPEG 
REGINA 
CALGARY 
VANCOUVER 


E. L. JOHNSON, Agent 
R. E. BURGESS, Agent 


J. E. R. ROCHEFORT, Agent 
R. MARCOTTE, Assistant Agent 


C. A. St. Louis, Agent 


R. E. A. ROBERTSON, Agent 
K. W. KAINE, Assistant Agent 


A. H. POTTER, Agent 
G. H. SMITH, Agent 
H. PROWSE, Agent 


D. G. WARNER, Agent 
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Bank of Canada - Banque du Canada _ Ottawa K1A0G9 


February 28th, 1979 


Tieton: Jéan Ghretien, G24 
Minister of Finance, 
CH Taw a: 


Dear Mr. Chrétien, 


In accordance with 
the provisions of the Bank of Canada Act 
Iam transmitting herewith my report for 
the year 1978 and a statement of the 
Bank's accounts for this period, signed 
and certified in the manner prescribed in 


the by-laws of the Bank. 


Yours sincerely, 


Governor 


Bank of Canada 
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_ Economic Prospects 


The first observation | want to make is that our 
economic prospects are now greatly improved 
by virtue of the re-establishment of Canada’s 
competitive position in the world. This im- 
provement is the combined result of the progress 
that has been made in recent years in slowing the 
rate of increase in prices and costs and of a large 
downward adjustment of the exchange value of 
the Canadian dollar. 

My second observation is that the crucial task 
now before us is to prevent this competitive 
position from being eroded by inflation. If we 


succeed in this endeavour the benefits that will 


flow to the Canadian economy in the years 


ahead will be very great indeed. Preservation of 


our ability to compete strongly with producers 
from other countries, both in export markets and 


at home, will in time not only bring about a 





major improvement in our international pay- 
ments position with less dependence on foreign 
borrowing and restored confidence in the Cana- 
dian dollar, but it will also help to propel the 
Economy forward with rising output and 


employment, increased government revenues 


and lower government deficits. This major 


Opportunity to bring about a substantial im- 
provement in our economic performance will be 


lost, however, if the upward pressure on our 


“Prices and costs becomes so intense that a 
_fenewed cost-price spiral is generated. 


Canadians can take satisfaction from the 
improvement that has occurred in recent years in 
the trend of Canadian costs and prices. We have 
seen since 1975 a marked slowing of the rate of 
increase of prices in virtually every area of 
consumer goods and services other than food 
despite upward pressure from exchange rate 
depreciation. In 1978 our domestic costs and 
prices rose less rapidly than those of the United 
States, not the other way round as was the case 
earlier in the 1970s. This improvement in our 
price performance could not have occurred 
without the progressive moderation of the rate of 
growth of money incomes that we have seen in 
this country since 1975. 

As a result of our much stronger international 
competitive position, many of our export and 
import-competing processing and manufactur- 
ing industries are experiencing strongly rising 
levels of demand, activity and profitability. We 
are now beginning to see growing signs of 
returning confidence and a pickup in investment 
spending in these industries. Our foreign trade 
balance is improving in volume terms although 
Only part of this improvement has been reflected 
in value terms because the Canadian dolar 
prices of our main exports rose less rapidly 
in 1978 than those of our imports. The 
various forces working on our balance of 
international payments are discussed in longer 
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term perspective a little later on in this Report. 
While the pace of economic growth in Canada 
remains below what we could achieve in better 
circumstances and recorded unemployment 
continues to run at historically high levels, we 
should not overlook the fact that employment in 
Canada is continuing to grow strongly and that 
the proportion of persons in Canada of working 
age who have jobs is at an all-time record. 

The immediate problem we face is the need to 
contain the inflationary impact on our costs of 
production arising from two main sources of 
unusual upward pressure on consumer prices in 
Canada - the steep decline in the foreign 
exchange value of the Canadian dollar and 
certain other special influences operating in the 
area of food prices. The resulting bulge in the 
previously slackening trend of our consumer 
price index has now begun to feed through into 
wage and salary settlements and thus into the 
structure of our labour costs, and there is the 
additional threat that settlements between 
employers and employees will incorporate 
“catch up’’ adjustments in prices and wages 
now that the Anti-Inflation Board controls have 
been phased out. Because the general economic 
environment in Canada is not unduly strong, 
market competition can be relied on to provide 
considerable resistance to the present upward 
pressures on prices and costs. It would, however, 
be unwise to subject this broad restraining 
influence to the extreme pressure which could 
be produced by a continuing rapid depreciation 
of the Canadian dollar. That is why the Bank of 
Canada has been concerned with the speed and 
magnitude of the exchange rate adjustment. 

Failure to contain current price and cost 
pressures would constitute a very serious setback 
to Canada’s hopes of benefiting from the 
progress made over the last three years in putting 
our house in order. Such failure would inevitably 
mean less employment, less output and less real 
income than would otherwise be attainable. It 
should be clear from past experience that it 
would be a serious mistake for the Bank of 


Canada to react to such a failure to contain 
inflation by raising its targets for monetary 
expansion, for that reaction would exacerbate 
the problem. 

In brief, the message of this Report is that our 
economic prospects are good but that they are 
very vulnerable to an acceleration of inflation, 
and great restraint in everything affecting prices 
and incomes must be the order of the day for all 
Canadians. 


Monetary Policy and the Exchange Rate 

The policy that the Bank of Canada has been 
pursuing in recent years is based on the 
conviction that any lasting improvement in the 
functioning of our economy will require much 
greater stability in the value of money than 
Canada has experienced for some time. Thus for 
more than three years the basic objective of 
Canadian monetary policy has been to help gear 
down inflation in Canada by gradually moderat- 
ing the pace of monetary expansion. The 
ultimate goal is a rate of monetary expansion 
sufficient to accommodate as high a level of 
sustained economic activity as is compatible in 
practice with the maintenance of a reasonably 
stable price level. 

The Bank has implemented this policy by 
specifying a series of target ranges for monetary 
growth which have been successively lowered 
from time to time since the practice was first 
adopted back in 1975. In terms of the main 
indicator of money supply growth that the Bank 
uses - Currency and chartered bank demand 
deposits, or M1 - the limits of the initial target 
range were 10 per cent a year and ‘‘well below” 
15 per cent a year. In 1976 the target range was 
reduced to 8-12 per cent a year, in 1977 to 7-11 
per cent a year, and in the late summer of 1978 
to 6-10 per cent a year measured from a June 
1978 base. For practical purposes the Bank 
regards these target ranges for M1 as a band of 
uniform width with limits 2 per cent above and 2 
per cent below the mid-point of the range rather 
than as the gradually widening area between two 
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_ different growth rates. By and large the Bank has 
been successful in gradually slowing down the 
trend rate of growth of the money supply in 
accordance with its successive targets. 

Within this general policy framework the 
actions taken by the Bank of Canada during the 
course of the last twelve months have given 
special weight to the concern it felt about the 

potential inflationary impact of the declining 
foreign exchange value of the Canadian dollar. 
Since the closing months of 1976 the value of the 
Canadian dollar, which at the time was some- 
_what above that of the U.S. dollar, has fallen 
_ below 84 cents in terms of U.S. currency. During 
the same period the U.S. dollar has declined 
sharply against most other important world 
| Currencies — notably the Japanese yen, the Swiss 
franc and the Deutsche mark - so that the 
decline of the Canadian dollar against these 
latter currencies has been very great indeed. 
Since the size of the deterioration in Canada’s 
| competitive position in earlier years was too 
great to be made good solely through a gradual 
| improvement in the trend of our costs relative to 
|those abroad, a major downward adjustment of 
lee exchange rate was undoubtedly necessary in 
order to help correct the large deficit which had 
emerged in Canada’s international trade in 
goods and services. The main problem with such 
an adjustment is that, by increasing the Cana- 
‘dian dollar prices of our internationally trade- 
‘able goods, it adds strongly to the existing 
‘upward pressure on Canadian costs and prices. 
‘Exchange depreciation is thus a two-edged 
‘sword, and the price pressures it generates must 
be contained in order to limit the risk of feeding 
la self-reinforcing spiral of exchange rate depre- 
ciation and domestic price inflation. 
| Since improving a country’s balance of interna- 
tional trade involves exporting more of the goods 
and services produced at home and consuming 
fewer goods and services produced abroad, the 
Teal cost to its citizens is that they must consume 
less in relation to what they produce than they 
formerly did. This real cost cannot be escaped if 



































the improvement is to occur, although the 
burden will seem less onerous if it is accom- 
panied by rising production and employment. If 
the country’s citizens resist paying the cost by 
pushing up their money incomes rapidly, the 
process of balance of payments improvement 
will soon peter out. 

It is in large measure because of this real cost 
that progress in reducing Canada’s large current 
account deficit is so difficult to achieve and 
maintain. Success depends on Canadians show- 
ing willingness to accept that cost. How well a 
society will react to a situation of this kind 
depends of course on many things, but there are 
limits to the tolerance that it will show. People 
may be willing to accept a less rapid rate of 
improvement in living standards for an extended 
period of time but, except in extreme situations, 
it does not seem realistic to expect them to 
accept - other than very briefly — increases in 
their money incomes that fall far below increases 
in consumer prices. If therefore the process of 
adjustment of the external balance is pushed 
very hard there is more danger of an adverse 
reaction, more danger, that is, of generating a 
new surge of price and cost inflation. 

That is why the Bank of Canada decided in the 
spring of 1978 to give increasing weight in the 
conduct of monetary policy to cushioning the 
rate of decline in Canada’s exchange rate. What 
this meant in practice was that, as short-term 
interest rates in the United States rose and the 
Canadian dollar came under periodic waves of 
downward pressure for this and other reasons, 
the Bank of Canada took action to bring about 
more or less offsetting increases in Canadian 
short-term interest rates. The Bank increased its 
Bank Rate seven times, from 7/2 per cent before 
March 9, 1978 to 114/4 per cent effective January 
4, 1979. Even so, the already narrow margin by 
which short-term interest rates in Canada ex- 
ceeded the levels of comparable rates in the 
United States and Euro-dollar market narrowed 
further, and on occasion disappeared or indeed 
turned negative for a time. A narrowing of the 


typical spread between Canadian and U.S. 
long-term interest rates was also in evidence 
during 1978. In late September and October this 
induced the Bank to take the unusual step of 
selling long-term bonds from its portfolio di- 
rectly into the market as a signal of its concern. 
These sales have continued on a larger scale in 
the early weeks of 1979. 

These actions of the Bank arose from _ its 
concern about the consequences of aliowing 
Canadian interest rate levels to rise less rapidly 
than rates in the United States at a time when the 
balance of other forces in the foreign exchange 
market was so unfavourable. Canada could not 
avoid continuing to have a large current account 
deficit for some time to come, and this would 
have to be financed by attracting one way or 
another correspondingly large net inflows of 
capital from abroad. If the interest rate incentives 
did not encourage the inflow of foreign capital 
and discourage the outflow of Canadian capital 
the decline in the exchange rate would have to 
be greater. 

In my opinion the Bank’s decision to give 
substantial weight for the time being to the 
exchange rate in the conduct of monetary policy 
is not in basic conflict with its approach of 
keeping the trend rate of monetary expansion 
from exceeding or falling short of the target 
ranges that it announces from time to time. | am 
reasonably confident that temporary departures 
from the range for exchange rate reasons, if they 
should occur, will not be of sufficient magnitude 
or duration to vitiate this approach, to which we 
remain committed. 

The Bank’s actions in influencing short- and 
long-term interest rates in 1978 were com- 
plementary to the direct intervention operations 
it conducted in the exchange market as agent for 
the Exchange Fund Account of the Minister of 
Finance. The Bank normally intervenes in 
response to movements in the exchange rate, 
satisfying in some degree any excess demand for 
U.S. dollars by selling them for Canadian dollars, 
or satisfying in some degree any excess demand 
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for Canadian dollars by selling them for U.S. 
dollars. Exchange market intervention of this 
character has been carried out in Canada during 
all of the time that Canada has had a floating 
exchange rate. Such intervention moderates the 
movement of the exchange rate from hour to 
hour, and if the movement of the rate in either 
direction continues the cumulative amount of 
intervention grows over time. The degree to 
which exchange rate changes are moderated by 
such intervention varies with the scale of the 
intervention. In the course of 1978 the scale of 
intervention was on occasion large, and when it 
became desirable to replenish Canada’s interna- 
tional reserves the Government of Canada 
borrowed foreign exchange through various 
channels. 

The question of how concerned Canadians 
should be about the movement of the exchange 
rate was a very lively one during much of 1978. 
One view of the matter was that the authorities 
ought not to worry about it; if the exchange rate 
fell much further than our international competi- 
tive position required, the excessive rate decline 
would be reversed in due course and no 
significant damage would be done. The trouble 
with this view was its implicit assumption that 
the domestic price effects of an exchange 
depreciation, no matter how rapid or how large, 
would not generate a new surge of wage and 
salary inflation. In the existing economic Clir- 
cumstances this assumption seemed highly 
questionable. Prices were already under heavy 
upward pressure because of the market situation 
for many foodstuffs and the magnitude of the 
exchange depreciation that had already occur- 
red. Money incomes were already rising less 
rapidly than prices - as Canada’s troubled 
economic circumstances required at this 
juncture — and the tolerance of Canadians to this 
necessary interruption in the growth of their real 
incomes was being severely tested. To sit idly by 
and watch the momentum of exchange rate 
depreciation accelerate and confidence in the 
Canadian dollar erode would, in my opinion, 


have been to put in jeopardy a central objective 
of this country’s present economic policy, 
| namely, a continuing moderation of the upward 
trend of our domestic prices and costs. 

_ Another view of the matter was that the Bank 
should have mounted an all-out defence of the 
Canadian dollar at some particular exchange 
rate level. One difficulty with this view is that the 
present international financial climate is not 
congenial to fixed exchange rates, and there 
\would have been a lot of skepticism about a 
Canadian effort to achieve one. Nor could the 
|Bank disregard various adverse consequences of 
pushing interest rates up well beyond their 
icurrent levels. The higher interest rates become, 
and the longer they remain at such levels, the 
greater their effect in inducing Canadians to 
postpone or scale down their near-term spend- 
in plans. The Bank did not want to see a sharp 
deceleration in the growth of spending in the 
“The ba economy. 

















_ The Bank tried, and | think successfully, to steer 
a middle course between these two extremes. In 
ithe event, the increase in interest rates in Canada 
since last spring has barely kept pace with that in 
ithe United States. When assessed in that 
|perspective our interest rate actions have been 
‘moderate and not in any sense extreme. Had we 
not taken those initiatives the exchange rate 
Iwould unquestionably have fallen faster and 
further than it has. Had monetary policy been 
used more vigorously to halt or reverse the 
decline in the exchange rate, interest rates would 
necessarily have risen a good deal further and 
faster. 

| believe that the intervention policy followed 
| as also been reasonable in the circumstances. | 
m certain that it has resulted in an appreciably 
ess steep decline in the exchange value of the 

anadian dollar than would have occurred over 
the last couple of years had there been no 
intervention, | am well aware that the an- 
nouncement On occasion of a large use of 
reserves in satisfying the demand for foreign 
currency can have adverse psychological effects 
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that tend to offset some of the benefit gained. It 
would be a mistake, however, to suppose that 
the effect on expectations of a ‘hands off’ 
policy would not be more serious since such a 
policy would create the impression that the 
authorities do not care about the exchange rate, 
and this in turn would arouse widespread fear 
and concern. 

Some interest has been shown in the question 
of the cost of the exchange market intervention 
in 1978. That intervention was financed by the 
borrowing by the Government of about $5 
billion of U.S. dollars or the equivalent in other 
foreign currencies but that is not a measure of 
the net cost of the intervention because there are 
very large offsets to it. From the point of view of 
the financial position of the Government the 
main offset is that the intervention yielded 
Canadian dollars to the Government. The net 
cost to the Government is the difference be- 
tween the cost of acquiring those Canadian 
dollars in that way and the cost of borrowing 
them in the Canadian capital market. What this 
difference may eventually turn out to be one 
Cannot now say because he does not now know 
the exchange rate that will apply in the future as 
the foreign debt is serviced and repaid. Future 
changes in exchange rates may produce either 
gains or losses that are not anticipated. 

From the point of view of the country as a 
whole the main offset to the cost of foreign 
borrowing by the Government is that if the 
country’s deficit in its external trade in goods 
and services had not been financed to this extent 
in this way it would in practice have had to be 
financed in some other way. The reason is that 
the external trade deficit in 1978 was more or 
less determined in the short run by factors other 
than the intervention, and could not have been 
greatly and rapidly altered without major 
economic disturbance. What the cost of the 
alternative financing would have been would 
have depended to some extent on its nature, but 
since the Government of Canada can borrow 
abroad more cheaply than other Canadians there 
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is at least a presumption that the ultimate cost of 
foreign financing will be less if it is done on 
Government of Canada credit. 


The International Exchange 
Rate System 

There was an extraordinary amount of move- 
ment during 1978 in the exchange rates linking 
the world’s major currencies. Although a 
number of factors contributed to this degree of 
instability the main one was undoubtedly the 
differing rates of domestic inflation - both 
realized and expected - among the various 
countries. It was in fact primarily this disparity 
among countries in their realized and expected 
rates of inflation that overwhelmed the postwar 
Bretton Woods system of relatively stable ex- 
change rates and gave rise to the present much 
more flexible system. 

It is not easy to characterize the present world 
system of exchange arrangements because of its 
heterogeneity. Superficially it still looks much 
like the earlier pegged-rate system because the 
currencies of almost three quarters of the 
member countries of the International Monetary 
Fund are pegged to another currency - many to 
the U.S. dollar, some to another single currency, 
and several to the Special Drawing Right or some 
other currency composite. But this proportion is 
quite misleading as an indicator of the impor- 
tance of pegged exchange rates in international 
trade for it is estimated that less than one fifth of 
all international trade moves across such rates. 
The reason is that the exchange rates of the other 
Fund members, which include all the major 
trading countries, cannot properly be described 
as pegged. In that they are not pegged they are 
usually described as floating. 

Among this latter group there is also a great 
heterogeneity of exchange arrangements. A 
number of European countries, of which the 
Federal Republic of Germany is the largest, 
maintain common margins against other curren- 
cies - the so-called European joint float. France, 
Italy and Ireland have recently indicated their 
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intention to join an expanded version of this 
arrangement. Certain other countries, mostly in 
South America, adjust exchange rates for their 
Currencies according to a set of indicators. Most 
other countries are described by the Fund as 
floating independently. These include the 
United States, Britain and Japan as well as 
Canada and, for the time being, France and Italy. 
The European joint float taken together is in 
effect another member of this latter group. 

All of the major trading countries have inter- 
vened quite heavily in their exchange markets 
on occasion in the last couple of years to 
moderate the movement of their currencies in 
terms of others. None of them wants, or claims to 
have, what is sometimes called a pure or clean 
float. A few years ago there was a good deal of 
discussion among students of exchange rate 
matters of the merits of pure or clean floating, 
but in the light of recent experience it has largely 
died away. When the United States announced 
on November 1, 1978 a much expanded 
program of exchange market intervention its 
decision was widely welcomed. 

The reason for the widespread acceptance of 
substantial intervention by the authorities in 
exchange markets under the floating rate system 
is the view that the system has tended to 
encourage too much rather than too little 
movement in foreign exchange rates. In that 
sense the floating rate system is now accused of 
exactly the opposite fault to that which marred, 
and eventually destroyed, the earlier pegged- 
rate system. 

Judgements of ‘‘too much” or “‘too little’ in this 
context must, of course, be related to the 
economic purposes that exchange rate move- 
ments serve. High among such purposes is the 
restoration of an appropriate balance in a 
country’s international payments if that balance 
has been lost. The broad movements of floating. 
exchange rates in recent years have been in the’ 
right direction to serve that purpose, and the: 
reservations about the movements have to do not 
with their direction but with their cumulative 

















‘magnitude, their speed and their short-term 
irregularity. Adjustments in international trade 
flows in response to changes in exchange rates 
take time, and freely floating exchange rates may 
well move so far and so fast as to overdo the 
change needed in the longer term and thereby to 
‘Cause unnecessary disruption to the internal 
economies of the countries affected. 
The use by governments of exchange market 
intervention in the management of floating 
exchange rates has thus come with experience to 
be more and more widely accepted as desirable. 
This means of management supplements the 
other elements of public economic policy, such 
'as monetary policy and fiscal policy, which have 
‘an important effect on exchange rates. All these 
means have been used, and continue to be used, 
by such countries as Germany, Switzerland, 
Japan and the United States. The aim of the first 
ithree countries has been to resist too rapid an 
lappreciation of their currencies; they purchased 
\vast amounts of U.S. dollars in their exchange 
markets in 1978 and the first two of these 
countries ran appreciably easier monetary 
ipolicies than they otherwise would have. The 
United States has been concerned to resist the 
decline in the exchange value of its currency. 
The steep increase in U.S. interest rates in 1978 
occurred partly for that reason, and on 
November 1, 1978 the U.S. Government an- 
nounced aene to mobilize the equivalent of U.S. 
$30 billion in foreign exchange for purposes of 
exchange market intervention. The U.S. Gov- 
ernment has since sold large amounts of 
Deutsche mark-denominated securities in Ger- 
ey and of Swiss franc-denominated securities 
in Switzerland, and it has indicated that it plans 
to enter the Japanese yen market later this year. 
| In the earlier debates about the relative merits 
f pegged and floating exchange rates it was 
4Jsually argued that one of the great advantages 
of floating is that it freed the authorities from any 
xchange rate constraint in the formulation of 
internal financial policy. The recent experience 
of several countries indicates that there are real 
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limits in practice to this freedom. Countries that 
are much involved in international trade cannot 
afford to be wholly indifferent to their exchange 
rates. Recent world experience has underlined 
the fact that floating exchange rates sometimes 
need some management if they are to be 
compatible with the internal economic objec- 
tives of individual countries and the common 
interests of the international economic system. 


Canada’s Balance of Payments and 
Exchange Rate in the 1970s 

A country’s balance of international payments 
and the foreign exchange value of its currency 
are determined by the interplay of a wide variety 
of changing economic forces - and policies that 
helped produce them — both within that country 
and within the countries with which it trades. 
Since these forces and policies take time to work 
themselves out, a country’s balance of payments 
and its exchange rate at any point in time are the 
consequences of its recent economic history and 
that of its trading partners. The Canadian 
situation at present is a good example; it is easier 
to understand if it is seen in the context of 
developments during the 1970s. 

The summary history of Canada’s exchange 
rate in the 1970s is that the Canadian dollar rose 
rapidly after it was freed to float at the end of 
May 1970, and from late in 1970 until late in 
1976 it floated most of the time within a couple 
of cents above or below 100 cents U.S. It began 
to decline late in 1976 and was at about 84 cents 
U.S. at the end of February 1979. 

The same forces that pushed the Canadian 
dollar back in 1970 to approximate equality with 
the U.S. dollar pushed Canada’s balance of 
international trade in goods and services into 
surplus for the first time in many years. That 
balance then fluctuated around zero from 1971 
to 1973, inclusive, and thereafter weakened 
rapidly to a deficit of the magnitude of about 3 
per cent of Gross National Expenditure in 1975. 
In subsequent years the deficit on current 
account has fluctuated around 2 per cent of GNE. 
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| think that a good deal of light is thrown on this 
history of the exchange rate and of the current 
account balance by considering the part played 
by developments in four areas, namely, the trend 
of costs of production in Canada relative to that 
in the United States, its major trading partner; 
the rate of growth of total output in Canada 
relative to that in the United States; the rate of 
increase of prices of Canadian exports relative to 
prices of Canadian imports; and the levels of 
interest rates in Canada relative to those in the 
United States. This is by no means a comprehen- 
sive statement of all of the proximate forces at 
work during the period, but | think the influence 
of those listed was sufficient to account for the 
broad shape of events. 

The most basic of these forces is the trend of 
production costs in Canada relative to the 
United States. Canadian costs measured in 
Canadian dollars rose substantially more rapidly 
than U.S. costs measured in U.S. dollars in 
almost every year from 1970 to 1976. Of itself 
this development reduced more or less steadily 
the competitiveness in international trade of 
Canadian-produced goods and services and was 
a powerful force in increasing the current 
account deficit on Canada’s balance of interna- 
tional payments. Since 1976 the same rough 
measures indicate little difference in the trend of 
costs of production in Canada and in the United 
States but because of the change in the Canadian 
exchange rate in this period the international 
competitiveness of Canadian production has of 
course increased sharply. 

During the 1970-75 period the rate of growth of 
the total output of the Canadian economy was 
appreciably faster than that of the U.S. economy, 
and this circumstance reinforced strongly the 
impact of the more rapid increase in production 
costs on Canada’s external trade position. The 
higher rates of real growth in Canada and the 
more rapid increase in production costs were of 
course related, and both were indications of the 
unusual difference in cyclical trends in the two 
economies during the period. Since 1976 this 
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difference in cyclical trends has reversed, with 
the U.S. economy growing somewhat more 
rapidly than the Canadian economy. Of itself 
this has worked to strengthen Canada’s position 
in external trade. 

The third force, the movement of Canadian 
export prices relative to import prices or the 
so-called merchandise terms of trade, was a very 
dramatic feature of Canada’s economic story in 
the 1970s, and has had powerful repercussions 
on almost every facet of Canadian economic life. 
As a consequence of a world-wide boom and an 
enormous world demand for primary com- 
modities, Canada’s terms of trade improved 
spectacularly - by some 18 per cent - from 
mid-1972 to mid-1974. It was the astonishingly 
favourable terms on which Canada was able in 
1974 to trade its primary products of the farm, 
the forest and the mine for imported goods that 
seems to have created a good deal of the 
economic euphoria and related inflation that 
gripped the nation at that time, and from which it 
has since been slowly and painfully recovering. 
The extraordinarily favourable terms of trade in 
1974 did not last, but have since then been 
reverting somewhat irregularly to a more typical 
level. At present they seem to be about where 
they were at the beginning of the 1970s. 

The direct impact of this extraordinary swing in 
the terms of trade on our international balance of 
payments was to strengthen it rapidly while they 
were improving, and then to weaken it more 
gradually while they were deteriorating. Its 
impact has thus been mainly in the opposite 
direction to the competitive and cyclical forces 
discussed above. This appears to be an impor- 
tant part of the explanation of why Canada’s 
Current account balance did not weaken a good 
deal more sharply than it did in the very 
unfavourable competitive and cyclical climate 
of 1973 to 1976, and why it has not improved 
more in the much more favourable competitive 
and cyclical climate of the past two years. It is 
enormously revealing to note that Canada’s 
deficit on trade in goods and services measured 


in terms of the prices that were in effect in 1971 
rose from zero in 1971 to 5 per cent of GNE in 
1975 and then diminished to less than 3 per cent 
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of GNE in 1978. 
_ Given the deterioration of Canada’s current 
‘account balance from 1970 to 1975 it is 
superficially surprising that the Canadian ex- 
change rate stayed so strong until late in 1976. 
The explanation is that until that time the 
weakening in the international current account 
was matched by strengthening in the interna- 
‘tional capital account. The strength in the Capital 
;account was related to the cyclical conjuncture 
‘that was weakening the current account, that is, 
higher rates of :growth in Canada than in the 
United States, and to the associated monetary 
policies of the two countries. One element in 
that situation was that in 1975-76 interest rates 
‘in Canada rose relative to those in the United 
States, and the wider interest rate differential 
Mo uiraged inflows of capital to Canada. Partly 
for this reason the net new issues of Canadian 
bonds in foreign markets rose sharply beginning 
in 1974 through to 1976; the increase of such 
issues in value terms over the period was in fact 
greater than the increase in the current account 
deficit. Since 1976, with the reversal in the 
cyclical conjuncture, the differential in interest 
rates has narrowed. The influence of this 
development on international capital flows was 
reinforced by increased political and economic 
uncertainties following the victory of the Parti 
Québecois in the provincial election in Quebec 
in November 1976. Net financing abroad by 
provinces, municipalities and corporations de- 
clined a good deal from 1976 to 1977, and total 
external borrowing would have declined sharply 

in 1978 if the Government of Canada had not 
borrowed substantially in foreign markets in that 
year. What we have thus seen since 1976 is a 
marked weakening of the tendency towards a net 
inflow of capital to Canada, and in these 
circumstances the continuing large deficit on 
Current account has shown through in the 
Eiehange rate. Uncertainty about how far the 





















































a a ee 


exchange rate decline would go stimulated 
substantial capital outflows, mainly in the form 
of accelerating the purchase of foreign ex- 
change to cover payments due or anticipated in 
the future, and this reinforced the downward pres- 
sure on the exchange rate, especially in 1978. 

The various forces described above are of 
course still working and they are likely to 
continue to be important determinants of the 
external payments position and the exchange 
rate in the years ahead. With the decline in the 
exchange rate the international competitive 
position of Canadian suppliers is very strong, 
and this is a force that is potentially capable over 
time of reducing sharply Canada’s current 
account deficit even with a larger deficit on debt 
service account. This potential will of course be 
weakened to the extent that there is any increase 
in Canadian production costs relative to those of 
foreign suppliers. 

Even with good cost performance, however, the 
great improvement in Canada’s international 
position on current account that could be 
counted on might come rather slowly. One 
reason is that there may not now be enough 
unused plant capacity available in Canada to 
exploit rapidly our strong competitive position; 
if that is so, additional plant capacity will have to 
be put in place, and that will take time. Another 
reason is that the growth of demand in the 
United States might pause for a while. It may 
also-be that the unusually favourable terms of 
trade that we had in the mid-1970s will continue 
to unwind for a while longer. If these cir- 
cumstances do indeed slow down the correction 
of Canada’s payments position their effect will be 
only temporary. The economic basis for that cor- 
rection is now in place and it is sure to come if we 
keep firm control of Canadian production costs. 


Some Technical Aspects of Monetary Policy 

| would like to conclude this section of the 
Report with a brief discussion of some technical 
aspects of monetary policy about which there 
appears to be some misunderstanding. 
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The first point is that, other things being equal, 
there is an inescapable interrelationship be- 
tween changes in the quantity of money and 
changes in interest rate levels. The central bank 
cannot take action to affect the one without 
affecting the other. It is not possible, for 
example, for the Bank of Canada to exert 
increased restraint on the growth of the money 
supply without at the same time putting im- 
mediate upward pressure on interest rates. 
Similarly if the central bank takes action to raise 
the level of interest rates, such action is bound to 
put increased restraint on the growth of the 
money supply over time. The converse is also 
true. Central bank action to speed up monetary 
growth involves putting temporary downward 
pressure on short-term interest rates. Action to 
lower interest rates, or even to prevent them 
from rising in the face of an increase in total 
spending in the economy, will work only to the 
extent that monetary expansion accelerates. 

Whatever their object, however, central bank 
actions that have the effect of speeding up or 
slowing down the trend over time in the rate of 
growth of the money supply have longer run 
effects on the level of interest rates that can be 
quite the opposite of the effects produced in the 
short run. A stepped-up rate of monetary 
expansion that temporarily lowers interest rates 
will, if it is sustained, lead eventually to a higher 
rate of price increase than would otherwise have 
occurred. With money losing its value more 
rapidly, borrowers will be less reluctant to incur 
debt since they can repay in dollars of lesser 
value, while savers and lenders will for the same 
reason be more reluctant to provide loans. The 
consequence of rising inflation will thus be a 
growing excess demand for credit in relation to 
the supply which will put increasing upward 
pressure on interest rates. Thus the eventual re- 
sult of letting the money supply grow too rapid- 
ly is not low interest rates but high interest rates. 

If a country wants to have and maintain low 
interest rates, there is no secret about how to 
achieve that. Monetary growth must be reduced 
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until it is only just sufficient to finance the 
expansion in production that the economy is 
capable of achieving over the longer run without 
putting pressure on the over-all level of prices, 
and it must be kept there. The immediate effect 
of this policy will be to raise interest rates but the. 
longer term effect will be to lower them. The low 
interest rate countries of the world are the ones 
that have had the greatest success over the years 
in resisting the temptation to allow inflationary 
pressure to be underwritten by excessive monet- 
ary expansion. The countries that have experi- 
enced less success in controlling the process of 
domestic monetary expansion have higher rates 
of inflation and higher interest rates. 

The second point | want to make is that within 
the present framework of financial arrangements 
in Canada the actions taken by the central bank 
to keep monetary growth within acceptable 
limits have their effect on economic develop- 
ments very largely through their influence on 
interest rates, including the effect of interest rates 
on the exchange rate. Monetary policy affects 
potential domestic borrowers mainly through 
changes in the cost of credit rather than through 
changes in its availability; money can become 
expensive, but not tight in any other significant 
sense. The Bank’s method of controlling monet- 
ary expansion does not involve quantitative 
ceilings on the amount of credit that individual 
lenders can supply or individual borrowers 
obtain, nor are there now other arrangements in 
our financial system that have significant effects 
of this kind. In earlier periods there were 
selective interest rate ceilings that had on 
occasion some such effects but virtually none 
now remain. Thus under present conditions 
monetary policy in Canada works essentially 
through existing financial market mechanisms, 
not through detailed intervention that suppresses 
the normal functioning of markets. 

Finally, there are a few comments | would like 
to make on the considerations involved in 
choosing a particular definition of the money 
supply to use in formulating targets for the 
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conduct of monetary policy. The Canadian 
financial system generates a variety of liquid 
ifinancial assets that possess money-like charac- 
teristics in some degree. These can be combined 
‘in a number of different ways giving alternative 
definitions of the money supply. The choice 
among them of an aggregate for purposes of 
monetary control should rest on its usefulness in 
practice as a target for monetary policy. 

To be useful in setting targets for monetary 
policy a money supply aggregate should satisfy 
two principal requirements. First, there should 
be a sufficiently well-established link between 
the growth in the aggregate and the growth of 
total spending in the economy to permit the 
monetary authority to decide with reasonable 
confidence what growth path for the aggregate is 
consistent with a desired growth path for total 
spending. The second requirement is that the 
growth of the money supply aggregate should be 
sufficiently exposed to the influence of the 
monetary authority to give that authority a 
reasonable chance of attaining its monetary 
target over a reasonable period of time without 
generating great instability and uncertainty in 
financial and foreign exchange markets. 

| Over the last three years or so the Bank of 
Canada has been setting its targets for monetary 
growth in terms of a narrowly defined aggregate, 
usually referred to as M1, which is made up of 
Currency and chartered ae demand deposits 
held by the general public. This aggregate 
satisfies fairly well the requirements noted 
above. It moves with the trend of aggregate 
spending i in the economy in a fairly predictable 
manner and it is susceptible to control by the 
central bank through the adjustment of short- 
erm interest rates without causing great instabil- 
ty in financial markets. Our experience to date 
in using M1 has confirmed in my mind. its 
usefulness as a proximate target in the conduct 
of monetary policy. 

_Those money supply aggregates that are ap- 
| 


























preciably broader in their coverage than m1 do 
not appear in Canada’s present circumstances to 
meet the requirements noted above as well as 
M1. Their use as monetary targets would pose a 
number of problems which we do not so far see 
how to resolve. The initial problem would be 
that of picking a suitable target growth rate for 
any one of the larger aggregates since the links 
between these aggregates and the growth rate of 
over-all spending in the economy are much 
more complex than for M1. They are all more 
subject than the narrower aggregates to fluctua- 
tions resulting from shifts in credit flows between 
various kinds of financial intermediaries, and 
between financial institutions taken together and 
other financing channels. When they occur, 
these shifts make the broader aggregates mis- 
leading indicators of the trend of over-all 
spending in the economy and so the Bank would 
not want to react to them. But some of these 
shifts are virtually impossible to predict, and so 
could not be properly allowed for in setting 
targets for monetary growth. 

The recent movement of those monetary 
aggregates that include most or all privately-held 
Canadian dollar bank deposits provides an 
illustration of this problem. In 1978 their trend 
rates of growth accelerated while that of m1 
declined. Their rapid growth last year primarily 
reflected the success of the chartered banks in 
Capturing a larger share of the total amount of 
credit extended in the economy and in inducing 
savers to channel a larger proportion of their 
funds into bank deposits. Shifts of this kind in 
both directions have happened on other occa- 
sions in the past, and it is clear in retrospect that 
they are developments to which monetary policy 
should not react. Broader aggregates may be 
subject to less difficulty in countries where 
institutional arrangements are such that shifts 
between the various channels of credit and 
savings do not occur to the same degree as in the 
Canadian financial system. 
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Economic Developments 
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In 1978 the over-all level of spending in the 
Canadian economy continued to expand at the 
same moderate pace as in 1977. In both these 
| years Gross National Expenditure in money 
terms rose by approximately 10 per cent, after 
increases averaging over 15 per cent in the 
preceding four years. As in 1977 this more 
moderate growth in aggregate demand was 
associated with a fundamentally improved cost 
and price performance for the economy as a 
whole. The increase in the over-all cost of 
Canadian output, measured by the GNE deflator, 
Was approximately 7 per cent - again well below 
the typical rates of increase of 10 per cent or 
more experienced in the mid-1970s. As the year 
progressed, however, the rate at which domestic 
production costs were rising began to reflect the 
Strain from persistent upward pressures on the 
prices paid by Canadians. The main source of 
these pressures was the continuing sharp rise in 
the cost of imports that has been an inevitable 
by-product of the downward adjustment of the 
external value of the Canadian dollar over the 
past two years. Consumer prices were also 
pushed up by the strong surge of food prices in 
the North American market in response to supply 
limitations. 

Economic activity continued to expand in 1978 
at about the pace that has been typical of the 
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period since 1974, with GNE in volume terms 
averaging close to 34/2 per cent more than in 
1977. The advance in total output in the course 
of the year was comparatively steady even 
though the individual components of real de- 
mand registered considerable unevenness from 
quarter to quarter. Still, the distinctive feature 
was a continued relatively buoyant advance of 
real exports in comparison with domestic spend- 
ing. This advance was sustained largely on the 
basis of two factors. In the first place, Canada’s 
competitive position has been greatly 
strengthened in the last two years as a result of 
the very large adjustment in the exchange rate 
combined with our better domestic cost perfor- 
mance. Secondly, there was a further expansion, 
and tightening of capacity utilization, in the 
economy of our major trading partner, the 
United States. A good indication of this im- 
provement in competitiveness is to be found in 
the much stronger performance of the manufac- 
turing sector. Besides registering its largest 
advance in output for any year since 1971, that 
sector's renewed vigour was also evident in 
some pickup of investment and a much stronger 
growth in employment. 

Indeed, a striking feature of the performance in 
1978 was the strong expansion in employment 
for the economy as a whole. For the year ended 
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Major Economic Indicators 
Seasonally adjusted 
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in the final quarter the rise in the number of 
people reported as holding jobs was very close 
to 4 per cent, and was the largest for any 
comparable period since 1974. In consequence 
the employment ratio, the proportion of the 
population of working age that was holding a 
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job, climbed to a new record level by year-end. 
In sharp contrast to the experience in 1977 the 
number of jobs in the goods producing indus- 
tries, sustained in large measure by the vigour in. 
manufacturing, expanded appreciably faster 
than those in the service sector, where the gains 
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were restricted in part by a softening of 
employment in public administration. 

At the same time the expansion of the labour 
force was also extremely rapid. Echoing the 
sharp decline in Canadian birth rates that started 
in the early 1960s, the rise in the working age 
population slowed to under 2 per cent during 
1978, compared with earlier yearly rates of 
increase of about 24/2 per cent. However, the 
effect of declining birth rates in reducing labour 
force growth was offset by a very sharp increase 
in the proportion of this population that was 
recorded as participating in the labour market. 
ca increase in participation rates was espe- 



































icially large for women. However, employment 
of women over 24 jumped by close to 7 per cent 
| nd recorded unemployment for this category 
was lower at the end of 1978 than four quarters 
before. The same is true for the over-all 
unemployment rate. 

_ Output normally expands faster than employ- 
ment as a result of secularly rising technical 
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efficiency in the economy. However, as was 
noted in last year’s Annual Report, the advance 
in output per employed worker has been 
unusually small in recent years, and in 1978, 
according to the data currently available, there 
was in fact a small decline. The.reasons for this 
development are not clear, but at least in part it 
may be the result of the changing demographic 
composition of employment. In 1978, for exam- 
ple, although males over 24 still made up almost 
half the total labour force employment, they 
accounted for less than a quarter of the total 
expansion of employment. Another feature that 
is probably having an impact, and may well be 
related to the changing composition of the 
labour force, is the apparent tendency for a rela- 
tive increase in the numbers of persons enga- 
ged in part-time as opposed to full-time work. 

The increase in employment in 1978 was 
geographically widespread. For all major regions 
of the country except Quebec the rise in the 
number of jobholders over the four quarters of 
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Labour Market 


Labour force and employment 
Semi-annual, percentage change at annual rates 
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the year was 4 per cent or above, reaching more 
than 54/2 per cent in the Atlantic Provinces; this 
not only was the largest increase among the 
regions but also stands in very sharp contrast 
with the Atlantic region’s weak employment 
growth for several years previous. Furthermore, 
regional differences narrowed as the decline in 
unemployment rates over the four quarters was 
concentrated in those with the highest un- 
employment, the Atlantic Provinces and 
Quebec. In the case of Quebec, while the 
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recorded increase in employment was relatively. 
moderate, although still 24/2 per cent, the labour 
force grew slowly in consequence of compara- 
tively small increases in both the rate of 
participation and the population of working age. 

Total domestic spending in volume terms rose | 
in the course of the year by about 31/2 per cent - 
in fairly close correspondence with the pace of 
consumption outlays, which make up about 
three fifths of the total volume of domestic 
demand. For the year as a whole consumption 
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rose virtually in tandem with real disposable 
income and personal saving rates stayed at the 
high level characteristic of recent years. How- 
ever, within the year there were sizeable 
fluctuations in spending and saving rates that 
jappeared in large measure to be induced by 
responses to tax changes, especially the cuts in 
rovincial sales taxes that entered into effect in 
arly April and for the most part expired in early 
ctober. Spending on consumer durables in 
articular, which would be expected to be most 
ensitive to this type of measure, surged in the 
third quarter before weakening in the final 
onths of the year. This pattern was particularly 
ec in the case of automobiles where 
September was the strongest month of the year 
for sales and November the weakest. Nonethe- 
ess, for the year as a whole spending on 
consumer durables registered a sizeable gain. In 
contrast, residential construction outlays, the 
other area of demand besides expenditure on 
consumer durables that is heavily dependent on 
household discretionary spending, stayed slow 
b year with housing starts totalling 228 
thousand units compared with 246 thousand in 
1977. This sluggishness was somewhat more 
apparent in multiple units, where starts were 14 
per cent lower than in 1977 in response to the 
rapid climb in vacancy rates since early in that 
same year. However, market softness was also 
byident in new single units as well as for existing 
dwellings. These developments are not surpris- 
ing after a number of years of very large 
additions to the housing stock. 
However, for non-residential investment in 
olant and equipment the basic pattern in 1978 
i. one of strengthening. In recent years the 
volume of business fixed capital formation has 
stayed essentially on a plateau. Investment in 
arge energy-related projects, which typically 
ave considerable government involvement, has 
deen an important sustaining element for Capital 
Bitays particularly non-residential construc- 
‘ion, but the volume of expenditures in the 
BP -energy area has been sluggish in the face of 
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weak profits, uncertain markets and considera- 
ble spare capacity. The indications are, how- 
ever, that in 1978 this situation started to 
change. This is especially so with regard to 
manufacturing, and is in response to the im- 
provement in earnings stemming from a mar- 
kedly better competitive position and the pickup 
in Operating rates. The firmer picture apparent in 
the current indicators of investment activity has 
been reinforced in a forward-looking context by 
the results of investment surveys. The results of 
the comprehensive survey of public and private 
intentions released in February 1979 indicated 
that as of the beginning of the year businesses 
intended to spend 114/2 per cent more on fixed 
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capital formation than the previous year. A 
notable feature of this survey was the fact that 
intentions pointed to a considerably more rapid 
increase of investment in the non-energy than in 
the energy area, reversing the pattern typical of 
the past few years. Also, investment intentions 
for the manufacturing sector revealed particular 
strength in export-oriented industries. 

The pickup in private investment, besides 
supporting demand, is particularly important 
because of the additions to capacity it will bring 
in its train. The accelerated recovery of manufac- 
turing output in 1978 as resources were drawn 
into export and import-competing industries led 
to a sharp run-up in average rates of capacity 
utilization - to a zone that already by the-end of 
the year was not far below earlier peaks of 
extreme tightness. While the extent to which 
output can rise before running into bottlenecks 
appears still to be quite large in some sectors, in 
others capacity limits give every indication of 
being a major determinant of the extent to which 
gains in production can be realized in the period 
immediately ahead. 

The other areas of domestic demand, govern- 
ment purchases of goods and services and 
inventory investment, were generally lacking 
vigour in 1978. As was mentioned above, 
employment in public administration was com- 
paratively weak in 1978, reflecting efforts to 
hold down the growth of public outlays at both 
the federal and provincial levels. Notwith- 
standing the improvement in business sentiment, 
attitudes towards inventory accumulation ap- 
peared cautious for most of the year. In 
particular, stock-to-shipments ratios in manufac- 
turing registered a persistent downward ten- 
dency throughout the year even though there 
were indications at the beginning of the year that 
stocks were already somewhat sparse in relation 
to sales and even though supplies were generally 
not difficult to get. Still, given the large increase 
in manufacturing shipments, this declining trend 
in the proportion of inventories held against 
shipments was nevertheless consistent with a 
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rise in the volume of stocks that was about the 
same size as in 1977. 

As was noted above, export demand was again 
the relatively buoyant element in aggregate 
spending. Merchandise exports were higher than. 
in 1977 by 8 per cent in terms of volume and 17 
per cent in current dollars. A large part of the 842 
per cent increase in the average unit value of 
exports stemmed from the further decline in the 
external value of the Canadian dollar. This — 
amounted in 1978 to almost 7 per cent in terms 
of the U.S. dollar and even more when gauged 
against the currencies of all Canada’s principal 
trading partners, particularly Japan. Notable | 
features of the merchandise export performance 
were the strength of lumber sales stemming from | 
the extraordinary resilience of the U.S. housing | 
market throughout the year and the solid gains in 
exports of manufactured end products that 
appeared to reflect the improved competitive 
position. Mineral exports turned in a mixed 
performance, reflecting widely different demand 
conditions across the range of Canadian pro- 
ducts and also supply problems related to 
domestic industrial disputes; at the same time, 
however, for quite a few mineral products the 
basic market situation at year-end was looking 
considerably better than it had for some time. 

Merchandise imports were appreciably 
stronger than in 1977. Import prices rose sharply 
— indeed more sharply than those of exports, thus 
generating a further retreat in Canada’s interna- 
tional terms of trade from the peaks reached at 
the time of the 1973-74 commodity boom - but 
at the same time a substantial increase was 
registered in merchandise imports in volume 
terms. To a large degree this reflected the 
strengthening in the volume of domestic outlays 
On consumer durables and machinery and 
equipment, which have a high import content. 

The path of the merchandise trade balance in 
1978 was far from even and there were large 
month-to-month swings in exports and imports. 
The surplus was particularly strong in the first | 
months of the year; however, over the summer it 
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Bea sharply as export growth slowed, before 
recovering somewhat in the final months of the 
year. For the year as a whole, however, the 
Surplus was, at $3%/2 billion, about half a billion 
ollars larger than in 1977 even though part of 
he improvement in real terms was again eroded 
by the deterioration in Canada’s terms of trade. 

t the same time the balance on services and 
ransfers moved still further into deficit. The 
deficit on travel began to show some response to 
he changed external value of the Canadian 
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dollar, widening relatively little owing to a much 
faster rate of growth of receipts from visitors than 
of payments for travel abroad by Canadians, but 
the net outflow on account of interest and 
dividends again expanded considerably. In these 
circumstances Canada’s deficit on current ac- 
count went up by over $1 billion to reach $51/4 
billion for the year as a whole. 

Exchange rate developments continued to exert 
an important special influence on the path of 
money incomes. After several years of weakness 
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corporate profits received impetus from the 
improved competitiveness of Canadian industry 
both in external markets and in meeting import 
competition. The better performance of business 
income relative to labour income in 1978 
reflected a faster rise in the average Canadian 
dollar price of exports than in the price level of 
output sold in the domestic market. The accrued 
net income cf farm operators also benefited from 
the decline in the value of the Canadian dollar 
while other very important factors in the boost to 
farm income, which was close to 50 per cent 
higher than in 1977 and at a new annual peak, 
were a good wheat crop and the steep climb in 
North American livestock prices. 

A tight meat supply situation has been brought 
about by a particularly pronounced cyclical 
contraction in the North American cattle indus- 
try. Through the late 1960s and early 1970s 
cattle herds and slaughter rates stayed on a 
vigorous upward trend as producers responded 
actively to the strong rise in disposable incomes 
and increasing demand for beef. However, the 
onset of sharply higher feed grain prices in 1973, 
followed by an economic slowdown, combined 
to squeeze severely producers’ incomes. 
Nonetheless, given the lags in the production 
process, cattle numbers continued to rise until 
1975 when net liquidation finally got underway. 
In its initial phase this selling off of stock added 
to marketable supplies, causing downward pres- 
Sure on prices. Thus in Canada beef prices 
remained comparatively low until early 1977 
when the number of cattle slaughtered began to 
taper off. Since then the situation has been 
basically one of declining herds, declining 
slaughter rates and sharply rising beef prices. 

Labour income rose relatively moderately 
during 1978, reversing the pattern typical of 
most recent years. As was noted earlier, labour 
force employment was extremely strong through 
the year but this was combined with a slower 
growth in average earnings. The available 
statistics On aggregate average earnings cannot 
be adjusted to offset the impact of changes in the 
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structure of employment, whether by type of 
industry or by type of employee. But since these 
categories do have systematic differences in 
levels of pay, it is uncertain to what extent 
changes in the composite average are an 
accurate measure of changes in the earnings of 
the ‘‘typical’’ worker. This is particularly true for 
the recent period, given the transformation that 
has been occurring in the demographic structure 
of employment and the likely downward bias 
this development is exerting upon the composite 
average earnings data. Nevertheless, some de- 
celeration in the rise in money wages is also 
indicated by the information on newly 
negotiated wage settlements under major collec- 
tive bargaining agreements. In 1978 these 
settlements provided for average annual in- 
creases in base rates of pay over the life of 
contracts of just under 7 per cent compared with 
close to 8 per cent in 1977. First-year increases, 
which are less biased downward by cost-of- 
living clauses, showed a similar deceleration - 
from 8 per cent on average in 1977 to 7¥/a per 
cent in 1978. 

However, the wage experience was not un- 
iform throughout 1978. Although the data on 
newly negotiated settlements give only partial 
coverage of wage developments, they are useful 
advance indicators of developments for average 
earnings in general. Thus it is noteworthy that 
the low point in terms of increases under new 
settlements, whether on a life of contract or ona 
first-year basis, was reached in the second 
quarter — the quarter in which the mandatory 
guidelines on incomes introduced in late 1975 
began to be phased out. The subsequent 
acceleration, although it has not been very 
pronounced, was undoubtedly in major part 
related to the upward pressure on consumer 
prices that has developed as a result of the 
changes in the exchange rate and the stresses in 
the food sector. 

Industry selling prices, which largely relate to 
goods entering international trade, rose some- 
What faster during 1978, by almost 10 per cent 
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for the twelve months ended December, after 
having picked up in 1977 with the initial decline 
in the external value of the Canadian dollar. In 
slaughtering and meatpacking and in lumber, 
where conditions were particularly affected by 
market pressures in the United States, the 
increases were exceptionally large. 

In these circumstances, Consumer prices were 
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subjected to considerable upward momentum 
through most of the year notwithstanding the 
relatively good performance of domestic costs. 
Strains were apparent above all in food prices, 
particularly in the first part of 1978 when the 
strong increases in beef prices coincided with 
exceptionally poor winter growing conditions in 
the United States that resulted in fruit and 
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vegetable prices rising to extraordinarily high 
levels before summer harvests became available. 
The rise in beef prices was also somewhat less 
extreme in the latter half of 1978. But even 
though beef prices went up by more than a third 
during 1978 it remains evident, given the extent 
to which North American cattle herds have been 
cut back, that the upward price adjustment of 
this cattle cycle has not yet run its full course. 
Fortunately, for consumer prices other than 
food the influence of the good domestic cost 
performance remained in evidence. Further- 
more, even though energy prices continued to be 
moved upwards, the twelve-month increase of 
close to 10 per cent was relatively moderate by 
the standards of earlier recent years. In part this 
was the result of government fiscal measures 
designed to mitigate the impact on consumers. 
In these circumstances, the twelve-month rise in 
the aggregate of consumer prices other than food 
remained under 7 per cent, thus serving to hold 
down the corresponding increase in the total CPI 
to 8'/2-9 per cent. Furthermore, relative to the 
United States the CPI performance was distinctly 
favourable when account is taken of the fact that 
exchange rate pressures on prices were more 
pronounced in Canada. In the United States the 


momentum of wage and price increases and 
inflationary expectations mounted during 1978, 
and over the year consumer prices went up by 
more than 9 per cent under the impact of large 
increases across all major categories. 

By way of summarizing the highlights of 
Current economic developments in Canada it 
can be said that the economy is responding to its 
restored international competitiveness and that 
the process is giving strong stimulus to employ- 
ment and output. There are signs that the 
response is already being limited in some sectors 
of the economy by the capacity of available 
plant and equipment but the improved profitabil- 
ity of producing internationally traded goods in 
Canada will, if it continues, provide incentive for 
additions to capacity in these sectors to be put in 
place. If that happens employment in these areas 
will be able to continue to grow strongly. This 
kind of shifting of economic resources in support 
of an external trade oriented expansion is what 
the Canadian economy needs, and it is under 
way. Because its continuation depends upon 
maintaining international competitiveness it is 
very vulnerable to cost inflation, and the future 
trend of Canadian costs will be a major 
determinant of how long the expansion will last. 


This section of the Report describes in more 
‘detail the movement of interest rates and of the 
exchange rate during 1978 as well as the 
conduct of monetary policy by the Bank of 
Canada. The section also discusses credit flows 
jand trends in monetary aggregates during the 
year, together with a summary of the Bank’s 
joperations as agent for the Government of 
Canada in the operation of the Exchange Fund 
Account and in the management of the public 
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debt. 



































|Monetary Policy, Interest Rates and the 
‘Exchange Rate 

_ As discussed earlier, a major objective of the 
‘monetary policy followed by the Bank of Canada 
during 1978 was to moderate the speed and size 
of the downward movement in the exchange rate 
in the face of rising interest rates in the United 
States. 

In the course of 1977 there had been a sharp 
narrowing of interest rate differentials between 
‘Canada and the United States. While U.S. 
short-term interest rates were rising, those in 
Canada had declined until mid-year in response 
to slowing growth in the Gross National Product 
and a corresponding tendency for the rate of 
‘monetary expansion to fall below its target 
range. By the beginning of 1978 the differential 
between short-term interest rates, which at its 
/maximum had been above 4 percentage points, 
was nearly eliminated. In long-term markets the 
margin of Canadian long interest rates over those 
‘in the United States also narrowed significantly. 

_ In the face of a sharp downward movement in 
the exchange rate from about U.S.$0.91 to 
U.S.$0.87 during the first three months or so of 


























‘Monetary and Financial Developments 


1978 the Bank of Canada moved to widen these 
interest rate differentials. The Bank Rate was 
increased from 74/2 per cent to 8 per cent 
effective March 9, 1978 and subsequently to 87/2 
per cent on April 4. Money market rates 
increased correspondingly and the differential 
with comparable U.S. rates widened to almost 
14/2 percentage points during March and April. 
This wider differential contributed to an im- 
provement in exchange market sentiment and 
the exchange rate recovered to about U.S.$0.90 
by mid-May. 

Interest rates resumed their upward trend in the 
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United States in the second quarter of 1978 and 
in general this trend continued until late in the 
year. Except for a period at the beginning of 
1978, economic activity in the United States 
expanded at a rapid pace leading to growth rates 
in monetary aggregates that were often in excess 
of the targets set by the Federal Reserve Board. 
The decline in the exchange value of the U.S. 
dollar in terms of major European currencies and 
the Japanese yen was another source of pressure 
towards more monetary restraint in the United 
States. Against the Deutsche mark, for example, 
the U.S. dollar declined from a level of over DM 
2.07 in the second quarter to DM 1.82 by the end 
of December. 

During 1978 as a whole the various short-term 
interest rates in the United States rose by at least 
34/4, and in some cases by as much as 4, 
percentage points. The Federal Reserve discount 
rate was raised on seven occasions from a level 
of 6 per cent at the beginning of the year to the 
present level of 94/2 per cent. The last change 


Recent Interest Rates 
(As at Wednesdays following changes in Bank Rate) 


90-day Chartered 
Bank paper bank prime 
Rate rate lending rate 
End of 1977 7.50 Pippae: O25 
Effective dates 
of Bank Rate 
Changes 
Mar. 9, 1978 8.00 7.69 8:75 
Apr. 4, 1978 8.50 8.27 9.25 
July 26,1978 9.00 S73 S75 
Sept. 12, 1978 oe 9°26 10,25 
Oct. 16, 1978 10°25 9.94 100 
Nov. 6, 1978 1025 10.65 11.50 
Jan. 4, 1979 11.25 10.94 12.00 
End Feb. 1979 1125 11.04 12.00 





‘Y Typical rate at banks and large trust companies. 
™ Differential between 90-da 
‘) Differential between the av 
‘ February 26, 1979. 
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involved a full one percentage point increase as 
part of a package of measures announced by the 
U.S. authorities on November 1 to support the 
U.S. dollar. Long-term interest rates rose by 
about one percentage point during the year. 

As a result of these interest rate moves in the 
United States, the wider short-term differential 
with Canadian rates obtained in March and April 
had reversed by mid-year. With the exchange 
rate for the Canadian dollar under downward 
pressure for much of the second half of 1978, 
further increases in Canadian short-term interest 
rates were periodically necessary to prevent 
them from falling below counterpart rates in the 
United States and providing an interest incentive 
for capital outflows. There were four additional 
increases in the Bank Rate in the second half of 
the year and one more in early January 1979. In 
the event, the exchange rate declined by more 
than 5 cents to a level below u.sS.$0.84 in early 
USP 

The following table lists the successive Bank 


Conventional Uncovered 

mortgage 10-provincial short-term Long-term 
rate? bond yields _ differentials‘ differentials 
T0225 9.49 Ora2 1.01 
10.25 9.81 O73 Tee 
10.25-10.50 9.86 (ie 1.04 
10-25 9.69 0.64 0.78 
10:75 ei 0.58 O93 
RES 10.00 0.62 0.85 
1ik25 10315 0.14 0.85 
11,25 10.50 —= (16 0.95 
11.00-11.25 10.48 0.68 0.83 


y finance company paper in Canada and dealer-placed commercial paper in the United States. 
erage of 10-provincial bond yields and yields on recently offered Aaa utility issues in the United States. 
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Rate levels that became effective during the year, 
the immediately subsequent levels of market and 
administered interest rates in Canada, and the 
related differentials between Canadian and U.S. 
market interest rates. 

Money market rates as well as shorter term 
administered interest rates rose broadly in line 
with the Bank Rate during 1978. The generally 
rising trend of money market rates was fostered 
by the Bank of Canada’s management of the 
supply of chartered bank cash reserves, figures 
for which by reserve period are shown in 
Appendix Table Il. 

Medium and longer term rates have risen 
substantially less than Bank Rate and the usual 
upward slope of the yield curve has become a 
downward slope, with short-term interest rates 
higher than long-term rates. The moderate rise in 
rates on residential mortgage loans and on the 
medium-term deposits used to finance those 
loans reflected in part the abundant supply of 
funds in the mortgage market relative to de- 
mand. In the bond market there was a relatively 
modest volume of new long-term issues but, in 
addition, the much smaller rise of long-term 
bond yields than of short-term yields strongly 
suggests an expectation in financial markets that 
short-term interest rates were likely to be lower 
in the future. The Bank was concerned about the 
tendency for longer term bond yields to rise less 
in Canada than in the United States because this 
narrowing of long-term interest rate differentials 
was one of the factors accounting for the decline 
during 1978 in long-term capital inflows from 
the issue of securities abroad by corporations 
and provincial and municipal governments. On 
three occasions late in September and_ in 
October the Bank sold long-term Government of 
Canada bonds from its portfolio into the market 
in order to resist an undesired narrowing of these 
differentials. It has made further sales in substan- 
tial amounts for the same reason on a number of 
occasions in January and February of 1979. 
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Credit Flows 

Credit demands by major non-financial bor- 
rowers in the Canadian economy were strong | 
during 1978 and total borrowing increased 
substantially from the already high levels of the | 
previous year. Both the business and household 
sectors Continued to borrow amounts which in | 
total were larger than appeared necessary to | 
finance their net investment expenditures and | 
presumably these additional funds were used to 
finance large accumulations of financial and 
existing real assets. A substantial portion of these. 
asset acquisitions were denominated in foreiag) | 
currency or located abroad and involved an_ 
outflow of funds from Canada. At the same time | 
there was a decline during 1978 in the inflow of | 
capital arising from the borrowing in foreign 
currency by provinces, municipalities and busi- | 
ness corporations. However, funds borrowed in 
foreign currency by the federal Government and 
sold in the foreign exchange market to alleviate. 
pressures on the exchange rate supplemented | 
the reduced inflow from the activities of other 
borrowers and helped to offset the outflows of 
capital during the year. 

The decline in the foreign currency financing, 
by provincial and municipal governments was: 
particularly marked and accounted for most of. 
the shift away from foreign Currency sources of 
funds. In the case of the non-financial business 
sector, there was also a reduction in the 
proportion of foreign currency sources of ue 
in total borrowing but it was far less important 
than the shift of direct investment by foreigners 
in Canadian business from a net inflow of funds: 
of $0.5 billion in 1977 to an estimated net 
outflow of $0.2 billion in 1978. 

An important factor in the increased amount of 
borrowing in Canadian currency during this a 
year has been the availability of funds to 
businesses through the issue of income deben- 
tures and term preferred shares. Over $2 billion 
of income debentures and term preferred shares 
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denominated in Canadian dollars were issued 
during the year, generally by companies in a 
position to benefit from the savings available on 
the tax treatment of these types of securities.* 

| This increase in borrowing by the non-financial 
business sector in 1978 was froma level in 1977 
which was already well in excess of require- 
ments to finance fixed and inventory investments 
and implied some improvement in the structure 
of corporate sector balance sheets through the 
net acquisition of financial assets. It appears that 
there was a Continuation in 1978 of these efforts 
by corporations to improve liquidity positions 
run down some years earlier. There was also a 
certain amount of borrowing that took place in 
advance of requirements in response to expecta- 
tions that the existing tax benefits in issues of 
income debentures and term preferred shares 
would eventually be removed. Finally, there was 
in addition investment in longer term assets in 
the form of corporate takeovers in Canada and 
direct investment abroad that required some net 
increase in over-all financing. 

Like the non-financial corporate sector, the 
household sector in total also undertook a 
substantial increase in its borrowing in 1978 and 
a corresponding acquisition of assets. There was 
a continuation of the high level of mortgage 
borrowing seen in 1977 mainly to finance the 


ic 
| All interest paid on income debentures and dividends paid on term 
oreferred shares were until recently non-deductible expenses in the 
computation of taxable income of a borrowing company resident in 
-anada and were non-taxable in the hands of a resident recipient. As 
A consequence a potential tax advantage could be realized if the 
lebtor had no taxable income or at least a lower marginal tax rate 
‘han that of the creditor. These instruments appear to have been 
attractive financing vehicles for corporations with, for example, 
jubstantial loss carry-forwards or Capital cost allowances relative to 
2xpected income. Term preferred shares, which could be issued 
with flexible terms, have also been used by corporations to increase 
he non-debt portion of their balance sheets. 


fhe November 16, 1978 budget proposed to limit the favourable tax 
reatment for the issue of these securities. With that legislation, 
|nterest and dividends received on new issues of income debentures 
ind term preferred shares will, except in limited circumstances, be 
reated as taxable income. This will not apply to a security issued 
defore 1980 pursuant to a written agreement made prior to 
November 17, 1978 nor to term preferred shares issued after that 


date with a maturity exceeding 10 years. 















































sale of existing houses or to increase the size of 
existing mortgages in order to finance other 
purchases. However, whereas some part of the 
mortgage borrowing in 1977 was to replace 
more expensive consumer credit, in 1978 there 
was an expansion of consumer credit as well. 
With the reduction in consumer lending rates 
late in 1977 some of the cost advantages in 
financing the purchase of consumer goods with 
mortgage borrowing were diminished. Because 
of the reduction in the sales tax during part of 
1978 there appears to have been a temporary 
acceleration in the acquisition of consumer 
durable goods, particularly automobiles, and 
this increase in household sector assets was one 
factor in the higher level of borrowing by 
individuals. There was in addition an increased 
turnover of existing houses in 1978. As a result of 
the larger equity homeowners have acquired in 
their property because of rising real estate prices, 
the purchase and sale of existing dwellings has 
been adding substantially to the gross indebted- 
ness of the household sector. The counterpart of 
this rise in the mortgage debt of purchasers has 
been the acquisition of financial assets by 
sellers. One area of particularly rapid growth 
during the year has been in personal deposits at 
financial institutions. 

A substantial part of this net accumulation of 
assets by both the corporate and household 
sectors during 1978 involved the acquisition of 
assets located abroad or at least denominated in 
foreign currency. Direct investment abroad and 
the large increases in foreign currency bank 
deposits of Canadian residents were an impor- 
tant part of this shift. Direct investment abroad 
by Canadian residents increased from $0.7 
billion in 1977 to an estimated $1.7 billion in 
1978, while the Canadian dollar value of 
resident holdings of foreign currency deposits at 
Canadian chartered banks rose by $4 billion 
during 1978 after only a small increase in the 
previous year. 
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Funds Raised by Major Non-financial Borrowers 

















Billions of dollars 
1975 1976 1977 1978 
Borrowers 
Non-financial businesses 
leans lel ly A Pe Re eee 4.0 6.3 Bao 4.9° 
shomt-tenm (paper eet abinis ener etn « 0.2 Ox3 — 0.1 O72 
Pacaricl Siecate dee tepals seats ca Ries. eel Me alae er Dal 23 3:6 2.9 
BEOCKS 20 nists coun tercnsa tates al ote escach te oacctes one octane O.9 es 2a5 bee 
direct Investment (Lot avrO dds pecs ore et aang abe — 0.3 0.5 — 0.2° 
Households 
MiOMeare CED ec iectog noes comic.) athe eu a eat Pee 9.1 ULS 12.65 
COTES UITRCOTCUIL spect gots tire ee earns hs eee 3.3 4.0 3.4 4.6° 
Sub-total inon-governMent 2. n.is0n oh ete = 18.4 D2 27.4 30:39 
(of which denominated in foreign currencies) . .. (ulZ0) (Gel) (732) ( 3.5) 
Provinces and municipalities 
Five EtG ya Pe eye RCE is Gate ien ennai tate: 0.4 0.4 0.6 14] ) 
short-term: paper and treasury bills’ z..a. -niweeee + ARs: — 0.2 — 0.1 O2 | 
bonds purchased withhGPPtunds:2 nays Wea 1.4 15 1.7 LA 
SOS Lhe Gee ee ee ee 6.5 8.8 6.7 5a 
Guietestal Meee ae i Wied ecu NTO Mae eee cies 8.7 10.5 8.8 8.7 we 
(of which denominated in foreign currencies) . . . ( 3.4) (5:4) (73316) ( 2.7) 
Government of Canada | 
Ganacian dollar — treasury bills. S052 2. ee ne 0.6 1.6 2.4 2.7 
E> MarmetsDle ponds. vevess: «0.. 0.7 1.8 3.8 3.4 
= Canada Savings Bonds: s.40. o. . Day; 0.8 17 2.0 
Foreign currency” — net loans under standby 
credit facilities - - - 32 
— net placements abroad ...... - - - 25 
SUD ttle coh ere ton alee Seams ors ee 3.9 4.1 7.8 13.6 
MOtARBORIOW UIE erate ete oem nee ern 31.0 37.3 44.1 52:84 
(of which denominated in foreign currencies) .......... ( 4.3) (755) ( 6.8) (12.0)* 
| 
e: estimate. 





These are principally mortgages secured by residential property. The figures exclude mortgage lending by governments and their agencies, notably 
CMHC, which is reflected in the financing requirements of the respective governments. 

Foreign currency loans to residents by banks and other financial institutions and securities denominated in foreign currencies but excluding 
Canadian dollar securities placed abroad. 

Includes borrowing by government enterprises. Loans from the Government of Canada are excluded. 

Net loans under standby credit facilities are converted to Canadian dollars at the exchange rate prevailing at the end of the period. Net placements 
abroad are converted to Canadian dollars at the average noon market rate of the month of delivery. 
Includes net new issues placed in foreign markets by non-financial borrowers; net new issues placed in Canada and purchased by non-residents; 
and net purchases (or sales) of outstanding Canadian securities by non-residents. 
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Financial Intermediation and Monetary 
Aggregates 

The flows of credit described above were to a 
larger extent than in 1977 channelled through 


financial intermediaries, particularly chartered 


banks. The greatly expanded use of income 
debentures and term preferred shares as a means 
of raising funds during 1978 played an important 
role in increasing the degree of intermediation 
since virtually all these instruments were pri- 
vately placed with banks and other financial 
institutions. The chartered banks’ share of the 
total increase in credit supplied to non-financial 
business increased from about one half in 1977 
to three quarters in 1978. The share of the 
expanding mortgage market captured by the 
chartered banks also rose while that of the life 
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Money Supply and Target Growth Ranges 


Seasonally adjusted 


Currency and demand deposits 
Billions of dollars, monthly — Ratio scale 
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: Monetary and Financial Aggregates 
Increase in Annual Rates of Growth 
Outstanding Amounts Seasonally adjusted 
$ millions 1978 
Dec.1977- June 1978- 
1977 1978 1977 1978 June 1978 Dec. 1978 
Currency and chartered bank deposits 
_ M1 (currency and demand deposits) 2 o7 1,842 2 Fs 6 52 
_ M2 (currency and all chequable, notice 
| and personal term deposits) 7,014 8,456 12 tes 9 16 
M3 (currency and all chequable, notice 
and term deposits plus foreign 
currency deposits of residents) AAT O7es MeO 24 13 i i 22 
Deposits at non-bank financial institutions 8,387 936i 21 20 20 19 
‘Currency and total deposits at 
| financial institutions 19,554 25,885 16 18 15 21 








; Growth rates for M1 in 1978 are calculated using data for January 1979 because of the distortions to this series in late 1978. The annual growth rate 
__ shown for 1978 is calculated as the 12 months ending January 1979 and the growth in the second half of the year is the increase from June to January. 
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insurance companies declined, leading to a 
further increase in the proportion of credit 
flowing through deposit-taking intermediaries. 
In addition, the borrowing in foreign currency by 
the federal Government from the chartered 
banks under its revolving standby credit facility 
also contributed to the rising share of total 
financing supplied by the banking system. 

_ Inthe course of providing a larger share of total 
credit flows in 1978, deposit-taking institutions 
also attracted a larger share of financial savings. 
In the second half of 1978 there was a 
| large increase in the deposit 








particularly 
liabilities of the banking system. Chartered 
banks competed aggressively for large blocks of 
corporate term deposits and were willing to 
narrow somewhat the spreads between the rates 
offered on personal term deposits and other 
medium-term rates. The banks also benefited 
from the desire among some residents to acquire 
foreign currency denominated assets; foreign 
Currency deposits at chartered banks in Canada 
increased by more than one half. As a consequ- 
ence of these developments, those measures of 


the money supply that include savings and time 
deposits at chartered banks grew rapidly. The 
growth of M3, an aggregate defined to include all 
private sector bank deposits, including these 
foreign currency deposits, accelerated from a 
rate of 12 per cent in the first half of 1978 to 22 
per cent in the second half, while the growth of 
M2, which excludes business term deposits and 
foreign currency deposits, accelerated from 9 
per cent to 16 per cent. 

The money supply defined narrowly to include 
only transactions balances (currency and char- 
tered bank demand deposits, or M1) tends not to 
be susceptible to these shifts in the channels 
through which credit flows, and its much lower 
trend rate of growth has been in marked contrast 
with that of the broader aggregates. The trend of 
M1 was, however, obscured during the last three 
months of the year by certain events that 
temporarily inflated the level of the series. In 
October a brief interruption of mail service led to 
an increase in demand deposit holdings owing to 
the resulting delays in making payments. This 
influence was only just unwinding by the 
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beginning of November when there was a large 
inflow of funds into deposit accounts associated 
with the redemption of the large maturing issues 
of Canada Savings Bonds and with the com- 
pound interest and special bonus payable on 
those issues. As a result of the interest rate 
changes that took place during the Canada 
Savings Bond campaign and the lengthening of 
the period during November when the new issue 
could be purchased without loss of interest, 
individuals appear to have taken more time than 
usual in allocating these funds to new invest- 
ments and a portion remained in demand 
deposits through November. This temporary 
increase in deposits did not run off until 
December and seasonally adjusted m1 declined 
in December and again in January 1979. In all 
the relevant circumstances and with particular 
allowance for the restraining effect of the rise in 
interest rates during 1978, the lower level of M1 
in January 1979 appears to be a more reliable 
indication of the recent trend of this series than 
the levels in the preceding three months. 

The Bank’s target for M1 growth in the period 
from October 1977 to August 1978 was a range 
of 7 to 11 per cent measured from June 1977. 
The actual growth of m1 from this June base to 
August of last year was just over 91/2 per cent. 
The current target, announced last September, 
calls for a growth rate of between 6 and 10 per 
cent from a base period of June 1978. From June 
1978 to January 1979 the growth in M1 was 5.3 
per cent. Except for the brief period late in 1978 
M1 has remained within the target range expres- 
sed as a band of constant width and it now 
stands near the lower margin of this band. 


Bank of Canada Operations as Agent for the 
Government of Canada 
Foreign Exchange Market Operations 

As described earlier in this Report, the pressure 
on the exchange value of the Canadian dollar 
during the year led to substantial intervention 
Operations conducted by the Bank as agent for 
the Exchange Fund Account of the Minister of 
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Finance. The exchange rate was frequently very 
volatile in 1978 and, with the Canadian dollar 
moving downwards during most of the year, 
operations on behalf of the Exchange Fund 
Account resulted in a substantial net use of 
Canada’s official reserves. Rapid declines in the 
exchange rate were vigorously resisted when, on 
occasion, it appeared that the movement of the 
rate was itself engendering pessimistic expecta- 
tions about the near-term value of the Canadian 
dollar. 

In order to replenish Canada’s official ex- 
change reserves the Government undertook 
sizeable medium- and long-term foreign cur- 
rency borrowings in the U.S. and German capital 
markets in 1978. Early in 1979 it announced 
borrowings in Japan and Switzerland. Further- 
more, two eight-year revolving standby credit 
facilities are in place, one with Canadian banks 
and the other with foreign banks, under which 
up to U.S.$5.5 billion is available to the 
Government. The details of these financings are 
discussed more fully in the next section of this 
Report. 

The proceeds of the Government's borrowings 
in the U.S. and German capital markets, amount- 
ing to U.S.$2,206 million in 1978, were initially 
added to reserves, as were net drawdowns of 
U.S.$2,700 million during the year under the 
standby credit facilities. Over-all, official re- 
serves declined by U.S.$41.3 million in 1978 and 
amounted to U.S.$4,566.2 million at year-end. 

In January 1979 Canada received and added to 
reserves 141.1 million of Special Drawing 
Rights, equivalent to U.S.$183.9 million, as its 
share of an allocation by the International 
Monetary Fund of spr 4 billion to 137 of its 
member countries. In the first two months of this 
year there was no net change in outstanding 
drawdowns on standby credit facilities and no 
proceeds were received from Government bor- 
rowings in foreign capital markets. At the end of 
February official reserves amounted to 
U.S.$4,113.7 million. 

Canada’s quota in the International Monetary 
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Fund was increased from SDR 1,100 million to 
SDR 1,357 million in May 1978 when Canada 
paid in its subscription under the Sixth General 
Review of Quotas. However, as the subscription 
was paid in the form of an issue of Canadian 
dollar notes to the Fund the increase in quota 
affected neither Canada’s reserve position in the 
IMF nor its total official reserves. 


Debt Management 

In its role as agent for the Government of 
Canada in the management of the public debt 
the Bank of Canada engaged in financing 
Operations during 1978 which resulted in an 
increase of $6,220 million in the par value of 
outstanding marketable securities payable in 
Canadian dollars and $1,974 million in the 
outstanding amount of Canada Savings Bonds. 
The Bank also assisted the Government of 
Canada in three operations in foreign capital 
markets that raised in foreign currency the 
equivalent of $2,316 million from issues of 
marketable securities and $218 million from a 
fixed rate bank loan. In addition, the Govern- 
ment’s arrangements for borrowing foreign cur- 
rency from Canadian, U.S. and other foreign 
banks were extended as described below. Over 
the year the Canadian dollar cash balances of 
the Government rose by $1,736 million. 

A net total of $2,820 million was raised through 
additions to the outstanding amount of treasury 
bills, of which $1,965 million came from 
augmenting the weekly auctions of 3-month and 
6-month bills. The remaining $855 million took 
the form of additions to the one-year treasury bill 
tenders which now occur every four weeks. The 
holdings of treasury bills outside the banking 
system continued to increase in 1978, rising by 
$1,145 million to reach $4,051 million: this 
rapid growth was sufficient to carry the propor- 
tion of bills held outside the banking system to 
30 per cent. 

The amount outstanding of Government of 
Canada direct and guaranteed marketable bonds 
payable in Canadian dollars rose by $3,400 
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million on a par value basis during 1978. As 
presented in Appendix Table IV, there were 
seven offerings of such bonds over the year, four 
of which involved substantial refundings of 
maturing issues. All the offerings included 
tranches of short-, medium- and long-term 
bonds, while on one occasion a fourth tranche 
was added consisting of bonds with a term of ten 
years. Of the total new marketable bonds issued, 
8 per cent were short-term (due in three years or 
less), 40 per cent were medium-term (due in 
more than three years but less than ten years) 
and the remaining 52 per cent were long-term. 
As a result the average term to maturity of direct 


and guaranteed bonds payable in Canadian 


dollars lengthened further in 1978 by fourteen 
months to eight years seven months. 

During 1978 the Government cancelled bonds 
which it had acquired under purchase fund 
provisions amounting in par value to $102 
million. In March the amount cancelled was $29 
million involving six outstanding issues. In 
December the amount cancelled was $73 
million involving seven Government of Canada 
issues. 

The Canada Savings Bond program in 1978 was 
designed in the light of a large amount of 
maturing bonds from two earlier issues as well as 
the associated interest and bonus payments. The 
terms of the 1978/79 Series were first announced 
on September 11, providing an over-all average 
yield of 8.90 per cent if the bonds were held for 
the seven years to maturity; the rate was 84/2 per 
cent in the first year followed by 9 per cent for 
each of the remaining six years. In the two 


months that followed, interest rates in both the — 
United States and Canada moved sharply up- — 
wards, and the yield offered on the new Series | 
was adjusted upwards in two steps to 91/2 per 


cent, the purchase limit for each individual was 
raised to $50,000 from $30,000 and the period 
during which purchases could be made free of 


accrued interest was extended to November 22. — 
The campaign produced a record gross sale of 


$7,407 million in the fourth quarter of the year, — 
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and after allowing for redemptions the outstand- 
ing amount of Canada Savings Bonds increased 
by $2,722 million over the same three months. 
| For the year as a whole the outstanding amount 
rose $1,974 million. 


} 
_ In 1978 the Government of Canada borrowed 
| 
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U.S.$1,500 million in the United States through 
two public offerings of bonds, and made a 
placement in Germany totalling 1,500 million 
‘Deutsche marks. As shown in Appendix Table 
IV, the public offering of bonds in the United 
States in April comprised tranches of five years, 
seven and one half years, and twenty years term 
to maturity. The placement in Germany in May 
included tranches of five-year and_ six-year 
notes, as well as a four-year fixed rate bank loan. 
The public offering in the United States in 
October involved five-year and twenty-year 
bonds. 

The revolving standby credit facility with 
Canadian banks announced by the Government 
of Canada in October 1977 was described in last 
year’s Report. In April 1978 the amount availa- 
‘ble under the facility was increased from 
U.S.$1.5 billion to U.S.$2.5 billion. In October 
the term of the facility was extended from seven 
to eight years, the standby fee on the undrawn 
amount was reduced to Ya of one per cent per 
annum and the margin above the relevant 
London interbank offered rate payable on out- 
standing drawings was reduced to 4/2 of one per 
cent per annum for the full life of the facility. 
_An eight-year U.S. dollar revolving standby 
credit facility with a group of U.S. and other 
foreign banks was signed on June 23. The 
amount available to Canada is u.s.$3.0 billion 
during the first four years of the facility, reducing 
in steps to U.S.$1.0 billion for the eighth year. As 
in the case of the standby with Canadian banks, 
the Government may cancel all or any portion of 
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the unused facility at any time without penalty. 
The interest rate on borrowings is the average of 
the prime lending rates of a representative group 
of U.S. banks, plus a margin during the final four 
years of the agreement of 4/4 of one per cent per 
annum. The Government pays a standby fee of 
Ya of one per cent per annum on the unused 
portion of the facility. When a borrowing is 
made, a further fee of 4/4 of one per cent per 
annum is payable on the amount borrowed 
prorated on the fraction of a year in which that 
amount has remained unused prior to the date of 
the borrowing. Accordingly this added fee does 
not apply to an amount borrowed at the start of 
an anniversary year of the agreement. 

Early in 1979 the Government of Canada 
announced plans to raise funds in the Japanese 
and Swiss capital markets. The first of these 
financings involved a total of 100 billion 
Japanese yen of which 30 billion yen took the 
form of a public offering of five-year bonds, 35 
billion yen took the form of a ten-year syndi- 
cated loan bearing an interest rate of 7.1 per cent 
per annum payable semi-annually, and 35 
billion yen took the form of a twenty-year 
syndicated loan bearing an interest rate of 7.5 
per cent per annum payable semi-annually. 
Under the terms of both syndicated loan 
agreements the funds can be drawn down at any 
time up to March 30, 1979. The proposed 
financing in the Swiss capital market involves a 
total of 1,500 million Swiss francs of which 700 
million Swiss francs take the form of a three-year 
fixed rate bank loan bearing an interest rate of 
27/3 per cent per annum payable annually, 500 
million Swiss francs take the form of a six-year 
private placement of 3 per cent notes, and 300 
million Swiss francs involve a public offering of 
3°%/3 per cent Government of Canada marketable 


bonds. 
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APPENDIX TABLE | 


Bank of Canada Assets and Liabilities 
Monthly changes, millions of dollars 


| 























Government Net Investment All other Note Canadian dollar deposit liabilities 

of Canada foreign in Industrial —_ assets circulation Chartered Government Other 

securities at currency Development (net) banks of Canada 

book value assets Bank 
1978 
January - 366 -— 10 — 41 SY PTIGY | b23 ee Gos ame = eee 
February + 694 - 416 - CSE eae) aeacity Oi an p 
March < Seen Tye ey beeen et ee ei BC ays 7 
April Pein = Gee 38 = (92 e360 238s +47 
May —- 598 + 666 - + 241 | +319 +55 = 15 —50 
June St 1G ae 55 4 + 279 | +198 +100 + 16 ae: 
July Paros 6) 6b4ba= 649 sree 74g 3 18 +36 
August ae ae es A604. 8 = = 36 | + 33 + 85 toy =36 
September eRe, sie eeue. 188396"), 9G 6 +325 =f 
October +1,013 +1,357 — 50 SVG ase +146 +197 ao) 
Nivember isan 81692 Mon eee ee 10 es na) 
December Peta + All) oer | eros - 18 + 16 +25 
Total PV O99NN 6b 171 = 81 |)4901 +588 + 3 —40 
‘1979 
January ees) G35 10s 24? 90 60S +256 et hs 
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APPENDIX TABLE II 


Chartered Bank Cash Reserves 





Millions of dollars unless otherwise indicated 


1978 
January 


February 


March 


April 


May 


June 


July 


August 


September 


October 


November 


December 


1979 
January* 


February* 


* Preliminary. 


1-15 
16-31 


1-15 
16-28 


1-15 
16-31 


1-15 
16-30 


1-15 
16-31 


1-15 
16-30 


1-15 
16-31 


1-15 
16-31 


1-15 
16-30 


1-15 
16-31 


1-15 
16-30 


1-15 
16-31 


1-15 
16-31 


1-15 


Total 
minimum 
cash 


requirements 


5,005 


5/096 


4,988 


55026 


3/037 


Sp 


5,148 


ey 46 


5,274 


5, 384 


5,506 


oyrolen 


Oe 


Df o2 


Average 
holdings 
of Bank 
of Canada 
notes 


1,186 


1,423 


Pa bee) 


GS 


1,182 


1,214 


Meee 


2to 


1,274 


1276 


R202 


1,263 


1,305 


1203 


Required 
minimum 
Bank 

of Canada 
deposits 


3,819 


37070 


37790 


3,001 


3,855 


3,398 


a2 20) 


4,009 


3099 


4,106 


4,212 


4,278 


4,513 


4,289 


Average 
holdings 
of Bank 
of Canada 
deposits 


3,874 
3,844 


3,091 
BAT Ale, 


3,824 
3,841 


3,891 
oo 


3,876 
3,886 


oe ae 
3,924 


37930 
37962 


4,046 
4,070 


4,048 
4,040 


4,152 
4,219 


4,313 
Alf) 


4,309 
4,331 


4,575 
4,563 


4,317 


juridical 
days in 
period 


‘” Advances to banks and Purchase and Resale Agreements with money market dealers summed and divided by number of juridical days. 
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Excess cash reserves 
Cumulative 

excess reserves 

at end of period 


Average excess 
reserve ratios 


Advances to chartered banks and PRA outstanding 


Number of days outstanding Average outstanding‘” 
Advances PRA Advances 
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APPENDIX TABLE III 


Bank of Canada Net Transactions in Government of Canada Securiti 


Delivered basis, par value in millions of dollars 


1978 
January 
February 
March 
April 

May 

June 

July 
August 
September 
October 
November 


December 


Total 


1979 


January 





Net purchases from (+) or net sales to (—) investment dealers and banks 






































Treasury Bonds‘” Bankers’ Sub-total Securities | 
bills 3 years 3-5 5-10 Over acceptances” of bills under ) 

and under years years 10 years and bonds PRA 

and bankers’ 
acceptances 

NN —————— 
8 22.9 +30.5 - - - el eey) + 39.3. +101.2 
+ 245.6 ae a) - - - - + 250.6 + 16% 
+ 155.4 - - ~ - - + 155.4 —1i7 
+ 129.9 - - - - ~ +) 129.9 - 
— 409.6 - - - - - — 409.6 +137.7 
1 O66 - - - - ~ + 166.8 —1373 
725.0 - = - - - + 723.0 +216 
726 - - - - - + 721.8 —2Z1Ge 
+ 3910 - - - - - + 391.0 = 
teeoooe| - ~ - ray oe ful - + 832.0 = 
= OV OG - - ~ - - — 1,070.8 - 
ee fone - - os - +21.7 “a 290.9 = 
nae eee Yee, ae, os ~ — pal) = S.0 +2,226.3 - 
+ 403.4 - - - —166.4 —21.7 + 215.3 + 528 


‘) Classified by years to maturity at time of transactions. 


(2) 4 , 
Includes maturing bankers’ acceptances. 
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i ’ Acceptances 


\ 
| 
1 











Net transactions with Government and other client accounts 
REE ae ee 





| Purchases (+) Net purchases from (+) Net change in holdings 

_of new issues or net sales to (—) of Government of Canada securities 

' less matured Government and bankers’ acceptances 

| holdings and client accounts 

a SSS ae le ee eee 

‘Bills Bonds Bills Bonds Bills Bonds Bankers’ Total 


acceptances 
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m 170 = - Sa OG = itis. Vor = {007 
m 95.4 + 86.1 een eG Fer ozs Be ee 5) 6 . +1,031.4 
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e809 — 692 = 3501 = 611 + 3060 -1303 4217 + 1974 
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APPENDIX TABLE IV 


Government of Canada Direct and Guaranteed Marketable Securities*: 
New Issues and Retirements 








Date in Issues offered Term to Yield to Millions of dollars par value 
1978 maturity maturity Amount Amount 
delivered retired 
Issues payable in Canadian dollars - direct and guaranteed 
Jan. ie: 208 
Jan. 20 Treasury bills 364 days 150 
Feb. 1 A12% June 1, 1980 2yrs. 4mos. 7.95 25" 
844% Feb. 1, 1983 5 yrs. 8.50 350 
854% Feb. 1, 1988 10 yrs. 8.86 5 
944% May 15, 1997 19 yrs. 34%/2mos. 9.47 300" 
900 506 
Feb. 3 Treasury bills payee 
Feb. 17 Treasury bills 364 days 1D 
Mar. 17 Treasury bills 364 days 5 
Mar. 28 294 
Apr. 1 81/4% Apr. 1, 1981 3 yrs. 8.38 100 
81/4% Feb. 1, 1983 4 yrs. 10 mos. 8.70 225) 
94/2% Oct. 1, 2001 23 yrs. 6 mos. 9.50 2258 
550 3 
Apr. 14 Treasury bills 363 days aS 
May 5 Treasury bills 325 
May 12 Treasury bills 364 days 175 
May 15 83/4% June 1, 1981 3 yrs. 1/2 mo. G7 > 75? 
83/4% May 15, 1983 5 yrs. 8.94 pay aa 
OTe TaOct, 12001 23 yrs. 44/2mos. 9.50 73508 
700 
June 9 Treasury bills 364 days 125 
July 1 83/4% June 1, 1981 2 yrs. 11 mos. 8.78 1252 
83/4% May 15, 1983 4yrs.104/2mos. 8.94 425 
91/2% Oct. 1, 2001 23 yrs. 3 mos. 9.55 450° 
1,000 700 
July 7 Treasury bills 364 days Wes: 
Aug. 4 Treasury bills 364 days jes bis 
Aug. 15 83/4% June 1, 1981 2 yrs. 91/2 mos. 8.78 50V2 
83/4% May 15, 1983 4 yrs. 9 mos. 9.01 25077 
94/2% Oct. 1, 2003 25 yrs. 14/2mos. 9.42 450° 
750 
Sept. 1 Treasury bills 364 days 75 1s 
Sept. 29 Treasury bills 364 days (es Lays 
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(Continued) 



































Date in Issues offered Term to Yield to Millions of dollars par value 
1978 maturity maturity Amount Amount 
delivered retired 
| 
‘Gt 1 83/4% June 1, 1981 2 yrs. 8 mos. 8.96 5008) 
9% Dec. 15, 1983 5 yrs. 21/2 mos. 9.06 350 
94/2% Oct. 1, 2003 25 yrs. 9.50 — 4500 
850 425 
met, 27 Treasury bills 364 days 175 150 
Nov. 24 Treasury bills 364 days Was: 150 
‘Dec. 15 93/4% Feb. 1, 1982 3 yrs. 14/2mos. 9.98 125 
93/4% Feb. 1, 1984 5 yrs. 14/2 mos. 9.93 250 
93/4% Dec. 15, 2000 22 yrs. heats) 62542 
1,000 550 
‘Dec. 22 Treasury bills 364 days 175 150 
Dec. 29 7 3018) 
| 609 
| Total bonds 5,750 2,350 
Total treasury bills* py (ere 
| Issues payable in foreign currencies - direct 
Apr. 1 U.S. $250 million 8% bonds 
| due Apr. 1, 1983 5 yrs. 95 285 
| U.S. $250 million 8.20% 
| bonds due Oct. 1,1985 7 yrs. 6 mos. 8.20 285 
| U.S. $250 million 8 5/s% 
bonds due Apr. 1, 1998 20 yrs. 8.65 «285 
855 
‘Apr. 15 4 (20) 
‘May 10 DM 500 million 5% notes 
due May 10, 1984?” 6 yrs. 272 
May 20 DM 600 million 4/4% notes 
due May 20, 1983°?” 5 yrs. 4.86 314 
Sr. 15 U.S. $400 million 9% bonds 
| due Oct. 15, 1983 5 yrs. 2.00 467 
U.S. $350 million 91/4% 
bonds due Oct. 15, 1998 20 yrs. ge _ 408 
875 1 (20) 
Total bonds 2,316 ed 
(Continued) 
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pichides shires font and six-month treasury bills which accounted for $1,965 million of the net increase over the year in total _ 
securities outstanding. 

Maturity of 33/4% bonds issued January 1953 and May 1958. 

In addition to $350 million 71/2% June 1, 1980 already outstanding. 
In addition to $900 million 94/4% May 15, 1997 already outstanding; these bonds are eligible for purchase by the Purchase Fund 
created May 15, 1977. | 
Cancellation of $8.3 million 51/2% August 1, 1980 bonds, $3.5 million 91/2% June 15, 1994 bonds, $6.0 million 97/4% May 15, | 
1997 bonds, $5.4 million 9% October 15, 1999 bonds, $1.8 million 94/2% October 1, 2001 bonds and $4.5 million 87/4% | 
February 1, 2002 bonds by the Purchase Fund. 
In addition to $350 million 81/4% February 1, 1983 already outstanding. 





In addition to $599 million 94/2% October 1, 2001 already outstanding; these bonds are eligible for purchase by the Purchase, 
Fund created October 1, 1976. 

In addition to $700 million 83/4% June 1, 1981 already outstanding. | 
In addition to $822 million 91/2% October 1, 2001 already outstanding; these bonds are eligible for purchase by the Purchase 
Fund created October 1, 1976. 

In addition to $775 million 83/4% June 1, 1981 already outstanding. 
In addition to $275 million 83/4% May 15, 1983 already outstanding. | 
In addition to $1,172 million 912% October 1, 2001 already outstanding; these bonds are eligible for purchase by the Purchase © 
Fund created October 1, 1976. 
In addition to $900 million 87/4% June 1, 1981 already outstanding. 

In addition to $700 million 83/4% May 15, 1983 already outstanding. 
Are eligible for purchase by the Purchase Fund created October 1, 1978. 
In addition to $950 million 83/4% June 1, 1981 already outstanding. | 
In addition to $450 million 9/2% October 1, 2003 already outstanding; these bonds are eligible for purchase by the Purchase — 
Fund created October 1, 1978. 
Are eligible for purchase by the Purchase Fund created January 1, 1979. | 
Cancellation of $5.4 million 51/2% August 1, 1980 bonds, $14.7 eillign 91/2% June 15, 1994 bonds, $18.0 million 91/4% May 15, — 
1997 bonds, $10.9 million 9% October 15, 1999 bonds, $15.3 million 94/2% October 1, 2001 bonds, $4.5 million 83/4% | 
February 1, 2002 bonds and $4.5 million 91/2% October 1, 2003 bonds by the Purchase Fund. 

Cancellation of guaranteed debt by Purchase Funds. 

Partial redemption at par of U.S. pay 5% October 15, 1987 for Sinking Fund. 

Does not include the DM 400 million 4 yr. 5% fixed rate loan delivered on May 2, 1978, which raised $218 million. 














Year Ended December 31, 1978 
(with comparative figures for 1977) 











| 

| 
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INCOME 

Revenue from investments and other income 
After deducting interest of $3,965 ($5,442 in 


ee paid on deposits ...............0..0.4. 


EXPENSE 


a 
‘Contributions to pension and insurance funds ................055 
See tT EXPENSES oe ae gees ces cw eee ee 
RRS ILO oe Lorber a as ee 
Auditors’ fees and expenses ...............0-- 
Taxes - municipal and business .............. 
RM Si he ioligl sev rcs oe 6 
iia processing and computer costs .............00ceeceecerces 


‘Maintenance of premises and equipment - net 


fting of publications ..................665 
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Mee ANG EXPIESS 6... ce en ee 
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Wavel and staff transfers .................-0-- 
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Depreciation on buildings and equipment...... 


NET INCOME PAID TO RECEIVER GENERAL FOR CANADA 
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BANK OF CANADA Statement of Income and Expense 


1978 1977 
(thousands of dollars) 

$989,493 $844,199 
$ 24,823 Ven as6 
B26 2,799 
Le26e 1,147 
43 38 
173 175 
4,093 4,023 
15,243 14,043 
2,619 dae ve, 
4,560 4,387 
568 503 
1,099 791 
666 552 
883 701 
860 859 
673 AAG 
60,892 54,319 
Swe eA, 3,677 
64,462 57,996 
925,031 786,203 
$989,493 $844,199 





@ Salaries, including overtime, of bank staff other than those engaged in building maintenance. The number of employee years worked by such staff 


(2) 
(3) 


(including temporary, part-time, and overtime work) was 1,787 in 1978 and 1,589 in 1977. 
Includes cafeteria expenses, retirement allowances, educational training costs and medical expenses. 


Includes all building maintenance costs (including staff costs) but net of rental income. 
Certain of the expenses for 1977 have been reclassified in order to conform with the presentation adopted for 1978. 
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BANK OF CANADA Statement of Assets and Liabilities 





as at December 31, 1978 
(with comparative figures for 1977) 


ASSETS 


Deposits payable in foreign currencies: 
Poundsstening anciulis-Acdollars:. 2-7 awa See ee 
ROTHER CUNTENGICS: Stent ag Sealers ocr baa che ga ecir ih cutlass 


Advances to chartered and savings banks .................- 


Bills bought in open market, not including 
treasury bills, at amortized values........................ 


Investments — at amortized values: 

re asurneolll Sh Ga pac agus we) lence eam eect aay 4 a ches 
Other securities issued or guaranteed by 

Canada maturing within three years .............0-0000- 
Other securities issued or guaranteed by 

Canada not maturing within three years ................. 
Debentures issued by Industrial Development Bank ........ 
Securities issued by the United Kingdom 

atid the United States OF AMEGrCa:. 256. ae cs ae es ee oe 
CHINGESCCURIUICS mt tree er tres rian eke tn ya eee eee 


Bank premises: 
Land, buildings and equipment at cost 
less accumulated depreciation ............. 0000 cece eee 


Cheques drawn on other banks ................... 00000005 
Accrued interest on investments .....................-000- 


Net balance of Government of Canada collections 
and payments in process of settlement.................... 


Other assets 


Oe) ee “8-6 te. ee) fee) Lhe 2.6) ele oe) Slee 76: 'S e056) 6) 6) ee we) ee: ‘a: ee! le ee) en ary er ce 


2 


1978 


(thousands of dollars) 


$2 2 15,924 
1,236 


214,360 











21,606 





3,489,436 
3,362,414 


5,07 1,026 
515,660 


1,053,000 
2033 


13,494,971 





Vda we pes 
903,908 
193,546 











197,946 
3,910 
$15,105,642 











1977 


$ 118,767) 
- 


120,107 
os 
40,500 | 








13,669. 








2,418,345 | 





3,467,585] 





4,339,219} 
686,914 | 





1,141,034 | 
2,633. 


12,055,730) 





65,041 
744,613 | 
192,049 





176,225 | 
8,486 
$13,416,420 





LIABILITIES 





























| 


Deposits: 


meeesun CiIrCulatiONn:... ...% css 4 scitd deus ca eceuckew ns. 




















Governor, G. K. BOUEY 


RE HRI aire icone we soy tig x wren 2 nee cee ates 
EAE i ys Ses cls dre ASA eee ee 


mrrerMNeneOl CANACa von. 4 ee ow oo ok ee ks 
MNT STOO AIIKS tle i c-2 5.4" cuca: 2 pie wet 
eR MC DOSNS 6 2 ig has be wn bo ws ee owas oe eS 


Liabilities payable in foreign currencies: 
mee overnment of Canada ...............0 0500 c eee 


Bank of Canada cheques outstanding ............... 


BR QDNIVICS eee untae clare Si aclah si neow sete 





















































1978 1977 
(thousands of dollars) 

$ 5,000 $ 5,000 
25,000 25,000 
9,539,707 8,638,550 
29,248 26,002 
4,291,793 3,704,549 
92,494 130,924 
4,413,535 3,861,475 
| ea lee a 99,744 
153 153 
tet 24e4 99,897 
967,350 780,447 
133320 6,051 
$15,105,642 $13,416,420 














Chief Accountant, D. A. THOMPSON 


1978 and the statement of income and expense for the year then ended. Our examination was 


| Auditors’ Report We have examined the statement of assets and liabilities of the Bank of Canada as at December 31, 
| 


made in accordance with generally accepted auditing standards, and accordingly included such 


| tests and other procedures as we considered necessary in the circumstances. 


In our opinion, these financial statements present fairly the financial position of the Bank as at 
December 31, 1978 and the results of its operations for the year then ended in accordance with the 
attached summary of significant accounting policies, applied on a basis consistent with that of the 


| 
preceding year. 


GERALD PREFONTAINE, C.A. 
du cabinet Normandin, Séguin & Associés 


Ottawa, Canada, January 19, 1979 


M. A. MACKENZIE, F.C.A. 
of the firm Clarkson, Gordon & Co. 


a3 


BANK OF CANADA Financial Statements December 31, 1978 


Summary of Significant Accounting Policies 





The financial statements have been prepared within 
the framework of the accounting policies summarized 
below. 


a. Form of Presentation 


The form of the statement of assets and 
liabilities meets the requirements of the 
Bank of Canada Act. 


b. Revenues and Expenses 


Revenues and expenses have been ac- 
counted for on the accrual basis. 


c. Investments and Bills 


In accordance with the requirements of the 
Bank of Canada Act, these assets have been 
recorded at their cost adjusted for amortiza- 
tion of purchase discounts and premiums. 
The amortization as well as gains and losses 
on disposition have been included in in- 
come. 


d. Translation of Foreign Currencies 


Assets and liabilities in foreign currencies 
have been translated to Canadian dollars at 
the rates of exchange prevailing at the 
year-end. 


e. Depreciation 


Depreciation has been recorded at the 
following annual rates applied on the declin- 
ing balance method: 

Buildings 5% 

Equipment 20% 


54 


Board of Directors 


G. K. BOUEY 
R. W. LAWSON 


R. W. CAMPBELL 

W. DODGE 

S. KANEE 

S.GetLAKE 

A. A. LEBOUTHILLIER 

J. W. E. MINGO, Q.C. 

Tati PORTS »O.G 

MME Y. LEFEBVRE-RICHARD 
D. A. SMITH 


J. A. STACK 
J. TASCHEREAU 


A. WALTON 


Ex-officio 
Dr. Wm. C. HOOD 


OTTAWA 
Governor 
Member of the Executive Committee 


OTTAWA 
Senior Deputy Governor 
Member of the Executive Committee 


CALGARY, ALTA. 
OTTAWA, ONT. 
WINNIPEG, MAN. 
RAMEA, NELD. 
CARAQUET, N.B. 
HALIFAX, N.S. 
TORONTO, ONT. 
MONTREAL, QUE. 
CHARLOTTETOWN, P.E.I. 


SASKATOON, SASK. 
Member of the Executive Committee 


OUEBEC, QUE: 
Member of the Executive Committee 


VANCOUVER, B.C. 


OTTAWA 
Deputy Minister of Finance 
Member of the Executive Committee 


55 


Principal Officers 





G. K. BOUEY, Governor 
R. W. LAWSON, Senior Deputy Governor 


G. E. FREEMAN, Deputy Governor ALAIN JUBINVILLE, Deputy Governor 
*B. J. DRABBLE, Deputy Governor D. J. R. HUMPHREYS, Deputy Governor 
*J N.R. WILSON, Adviser JACQUES BuSSIERES, Adviser 
W. A. McKay, Adviser D. B. BAIN, Associate Adviser 
SERGE VACHON, Associate Adviser J. S. ROBERTS, Secretary 


*On leave of absence as an Executive Director of the International Monetary Fund 
**On leave of absence 


Securities Department 
D. G. M. BENNETT, Chief 
F. FAURE, Deputy Chief V. O'REGAN, Securities Adviser 


Research Department 
J. W. Crow, Chief 
W. R. WHITE, Deputy Chief 


Department of Monetary and Financial Analysis 
G. G. THIESSEN, Chief 
C. FREEDMAN, Deputy Chief G. W. KING, Research Adviser 


international Department 
J. E. H. CONDER, Chief 
A. C. LAMB, Chief, Foreign Exchange Operations 


Department of Banking Operations 
R. E. ROBERTSON, Chief 
T. D. MacKay, Adviser, Banking Operations S. V. SUGGETT, Adviser, Currency Research 


Public Debt Department 


J. M. ANDREWS, Chief 
J. M. MCCORMACK, Deputy Chief 


Secretary’s Department 


J. S. ROBERTS, Secretary 
S. L. HARRIS, Deputy Secretary 


Computer Services Department 


EDITHM. WuytTE, Chief 
E. W. CHINN, Deputy Chief 


Department of Personnel Administration 
R. L. FLett, Chief 
H. A. D. Scott, Personnel Adviser 


Department of Administrative Services 
R. H. OSBORNE, Chief 


Comptroller’s Department 
D. A. THOMPSON, Comptroller and Chief Accountant 


Audit Department 
J. M. E. MORIN, Auditor 
M. Muzyka, Deputy Auditor 
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tegional Representatives and Agencies 



























































Securities Department 


TORONTO J. T. BAXTER, Chief, Toronto Division 

MONTREAL — J. CLEMENT, Chief, Montreal Division 
VANCOUVER | P. E. DEMERSE, Representative 
EDMONTON _ A. G. KEITH, Representative 


International Department 


TORONTO _ R. F. S. JARRETT, Foreign Exchange Adviser 
MONTREAL — G. Hooja, Foreign Exchange Officer 


Department of Banking Operations 
HALIFAX — E. L. JOHNSON, Agent 


SAINT JOHN, N.B. — R. E. BurGEss, Agent 
MONTREAL — R. MARCOTTE, Agent 
R. DUPONT, Assistant Agent 
OTTAWA  C.A. St. Louis, Agent 
TORONTO _ K. W. KAINE, Agent 
P. KOPPE, Assistant Agent 
WINNIPEG — A.H. Potter, Agent 
REGINA — G. H. SMITH, Agent 
CALGARY _ H. Prowse, Agent 
VANCOUVER — D. G. WARNER, Agent 
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